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PREFACE TO THE FIRST EDITION 


This book contains the substance of lectures on the 
Theory of Pubhc Finance dehvered at the Ix)ndon 
School of Econoimcs It is designed, m Bacon’s words, 
" to excite the judgment briefly, rather than to inform 
it tediously I have aimed at settmg out, without 
undue elaboration, the chief general prmciples which 
are apphcable to the pubhc finance of a modem 
community For the study of first principles is a 
necessary preliminary to an effective discussion of 
practical problems, and should be helpful in providing 
a framework of general ideas, mto which particular 
ideas and particular facts can be fitted, so as to 
appear, not as umque and isolated things, but m their 
true relation to a larger whole. 

Though I may seem occasionally to have yielded a 
httle to temptation, it is not my object m this book to 
advocate any detailed practical pohcy, but only to 
indicate some of the general considerations on which 
any soxmd pohcy must be based Facts, m the field of 
pubhc finance, are moving so rapidly at the present 
time, that realistic studies are soon out of date and the 
form, m which practical problems present themselves, 
is constantly changing But there are certain general 
pnnciples of which this is not true Ignorance, or 
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PREFACE 


neglect, of these has caused, and is still causing, grave 
economic damage to the world In the course of my 
argument, therefore, I have occasionally turned aside 
to criticise certam current opmions on questions of 
taxation, pubhc expenditure and pubhc debts, which 
I beheve to rest upon errors of judgment and confusions 
of mind 

It has been customary with the majority of econ- 
omists to adopt a somewhat negative attitude towards 
pubhc expenditure I have attempted to treat this 
part of the subject more positively and to exhibit the 
parallelism which exists between the theory of pubhc 
expenditure and that of taxation. 

I have made few references m the text to the wntmgs 
of others. But for the benefit of readers, who wish to 
pursue the subject further, I have added a short note 
on books. 

HUGH DALTON. 

London School of Economics, 

September, 1922 . 



EXTRACT FROM 

PREFACE TO THE SECOND EDITION 


As compared with the First Edition of this book, the 
Second, Third and Fourth Impressions only showed 
a few mmor verbal changes But m this, the Second, 
Edition I have made larger alterations m the ongmal 
text ... I have added two new chapters, XXIV 
and XXV , attached Notes, containing some dlabora- 
tions which may bore “ the general reader," to certain 
Chapters , lengthened and brought up to date the 
Note on Books , and provided an Index The result 
IS a somewhat longer book, though its general frame- 
work IS unchanged But I have tried not to sacnfrce 
compactness, nor an eclectic brevity. 


November, 1928. 



PREFACE TO THE THIRD EDITION 

I HAVE again given this book a very thorough revision. 
In the last few years we have seen strange sights in 
pubhc finance and many men have had fresh thoughts. 
I have wished not to lengthen this book unduly, but, 
subject to this condition, I have taken account both of 
the new facts and the new ideas of this period And I 
have been able to cut out much dead wood, both small 
twigs and larger branches Chapter XXVI is new and 
many of the earher chapters are substantially changed 
and, I hope, improved 

The boundaries of pubhc finance are not clear cut 
It is, for instance, very much entangled at some pomts 
with the theory of money and of mdustnal fluctuations, 
subjects on which thought is now very active, though 
opinion, even arncmg certified economists, is still deeply 
divided. And tariffs, which belong to pubhc finance, 
are closely related to other forms of trade restriction, 
which do not. Sometimes, therefore, I have had to cut 
short lines of argum^t which, if allowed to run on, 
would run too far afield. 


OaUAer, 1935. 
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INTRODUCTORY 




THE NATURE OF PU ^ IC F: 
MAIN DIVISIONS '^F TH 
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§ I Public finance is one of those suDjects which 
he on the border hne between economics and pohtics. 
It is concerned with the mcome and expenditure of 
pubhc authorities, and with the adjustment of the one 
to the other The " Principles of Pubhc Finance ” 
are the general prmciples which may be laid down with 
regard to these matters 

“ Pubhc authorities ” include aU sorts of temtonal 
governments, from parish councils up to national, 
un^nal and even international governments Tliey 
differ widely among themsdves, of course, as regards 
the magmtude of the areas and populations which they 
govern, the range of functions which they exercise, 
their methods of obtainmg mcome, the objects of their 
expenditure, and their financial relations with other 
public authorities, superior or subordinate to them- 
selves But m a broad survey of the subject these 
differences are only of secondary importance In 
particular, there is no fundamental distmction b^ween 
the pubhc finance of " c^xtral ” and of “ local " 
authorities m such a country as Great Bntam, or of the 
various grades of government m the hierarchy of a 
Federal Constitution 

§2 In modem avihsed commmuties the mcome 
and expenditure of pubhc authorities consist, almost 
exclusively, of mon^ receipts and monei|P' payments 
Thfe word " fyoance signifies " money matteim” and 
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their management, and public finance in its modem 
sense presupposes the existence of a money economy 
The e3g)enditure of pubhc authorities, indeed, 
consists practically without exception of money pay- 
ments But we may notice two sorts of public receipts 
which are not money receipts, namely (i) c ertam unp aid 
personal services, and ( 2 ) t^ p ayment of certam tax es 
itE'erwse than m money Some unpaid services are 
endered voluntarily to pubhc authorities, others 
mder legal compulsion Examples of the former sort 
n this country are the services of Justices of the Peace 
ind of elects qiembers of local authorities Examples 
if the latter sort, which have been called " labour 
taxes,” are the services of jurors , the obligation restmg 
upon all citizens under the English common law to 
issist in sweeping snow from the streets, in extinguish- 
ing fixes and m helping the pohce to catch murderers 
and thieves. Likewise the " corvee ” or forced labour, 
which is still imposed on coloured populations m certam 
coloijies, chiefly for road-maktng and other pubhc 
wmrks. Another and more important form of com- 
pulsory service, which is stfll found, even m peace time, 
in most modem communities, compulsory mihtary 
service- But this diffears from the corvee m that it is 
^id foi though 4t St very much lower rate than it 
woatdsfce nece^ary to offer, in order to secure an equal 
axBioittai: of <^ohiQtaiy paid service^ 

ef takes in money has gradually supet- 
aEs3EdL-thi?^ B@!^mei^ln'#±Qi[^ the same reason that a 
oacaiev gradpallT: supers^ed a barter 

to say of ' general con- 

^leHBeRPa. are a few ejccepr 
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the Death Duties of landowu ers may, with the conse nt 
of the Inland Re venue authorities, be paid in ^nd/ 
^ough, whin this proposal was first made m the House 
of Commons m 1906, it was ndiculed on the ground 
that, if it was accepted, distillers would next be asking 
to pay their Death Duties in whisky Again, certain 
taxes may be paid by handing over certam pubhc 
securities Smce 1919, for example. Death Duties may 
be paid m Victory Bonds, a convement means of debt 
redemption, though somewhat expensive to the 
Treasury, smce a £too Bond, which was issued at 85 
and imtil 1932 alwa3^ stood below par m the market, 
IS accepted as the equivalent of £zoo of tax 

Smce 1920, also, m the Umted States royalties, 
payable tmder leases of pubhdy owned oil-bearmg 
lands, may be paid to the Federal Government m oil * 
§ 3 The mam division m pubhc finance is between 
pubhc mcome and pubhc expenditure, which form two 
symmetncal branches of the subject Some writers 
have excluded pubhc expenditure from the scope of 
pubhc finance, but this is clearly illogical P ubhc debt s 
are often treated as a separate branch of tlie subject 
and this is convement, dnce they give nse to a nurdber 
of qiecial problems On the other hand, receipts from 
pubhc borrowings form part of pubhc mcome, while 
pajrments of mterest on, and repayments of the principal 
of, pubhc debts fcam p^ of pubhc expenditure 
Similarly receipts from pubhc assets, whether m the 
shape of annual mcome or of the proceeds of sales, form 
pact of pubhc mccme, while payments m respect oi 

^ pSSst pcoTisioii, wbich might have heeai, and may **99^ be, an- 
fEpjpG 9 rtas.t inatnhnent for tiaxisfmng land from private to public 
baa hithierto been practically mopc^rative 

^ FvHane0, p rsa 
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public assets, whether in the shape of expenses qf 
management, or initial expenses of acqmsition, form 
part of pubhc expenditure And these questions are 
related to the problem of balancmg the budget 

Financial admimstration, again, raises a series of 
special problems and is often treated as a separate 
branch of the subject It is not dealt with in this book, 
since the general pnnciples which can be laid down with 
regard 'to it are comparatively few, and since their 
effective discussion presupposes in the reader a detailed 
acquaintance with existmg financial systems Finan- 
cial administration, therefore, belongs to the stage of 
realistic study in public finance rather than to that of 
general principles 

Part II of this book is devoted to public income. 
Part III to pubhc expenditure and Part IV to pubhc 
debts and the balancmg of the budget Pubhc assets 
are ^'.eferred to at those pomts in the discussion, when 
they beconhe relevant, but they are unfortunately much 
rarer and pf much less practical importance than 
puMic debts The two remaining chapters of Part I 
ape concerned respectively with the fimdamental 
principle which should govern all problems of pubhc 
<6aaiioe, aud with the relation of pubhc to private 
Nuance, and both these chapters have a bearing on the 
adjustment of pubhc mcaoitne and public 
•expeaDcSttirew 
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THE PRINCIPLE OF MAXIMUM SOCIAL 
ADVANTAGE 

§ I In the sphere of pubhc finance we are still 
greatly beset by the superficial views and shallow pre- 
cepts of an eaxher age. “ The ver y best of hII plane nf 
finance^” said J B Say, a hundred and thirty years 
ago, " is to spend little an d the best .of all taj ces 
whidhlT least in a rgn unt,” He would stiU find many to 
agree with him Much current discussion, and even 
much orthodox hterature on this subject, starts from 
the negative assertion that “ every tax is an evil.” 
Credulous minds are thus biased m advance against 
all forms of pubhc expenditure This view is quite 
unscientific It would be equally unscientific, but not 
more so, to start from the positive assertion that “ all 
public expen^tqrp is a good .” It is not true that every 
tSlS 'liTan evS. A tax on^cohol, which by raismg its 
phee diminishes its consumption, may be a positive 
good For it was not a desirable state of things, when 
pi the eighteenth century m England “ a man could get 
jdrunk for a penny and dead drunk for twopence *’ 
SSmOarly, of course, it is not true that all pubhc 
espendituxe is a good ' Expenditure on unnecessary 
yaxs IS sm obyious eyil Ag^in, the large sums v«iuch 
have “been paid m unemployment benefit afid poor 
relief >duxing recent years, Without any appredaUe 
attetx^ to reoiganise our productive resources, xnithcate 

f 
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grave failure of practical statesmanship A somewhat 
milar reflection is suggested by the large pajmients of 
iterest on War Debt But it is not possible to pass a 
oinplete judgment upon any operation in pubhc 
jiance wathout balancmg agamst one another both 
ides of the operation, the effects of the raismg, and 
he effects of the spendmg, of pubhc revenue 

It is idle to speak, as many do, of the “ burden of 
axation,” regardless of the benefit of the corresponding 
)ubhc expenditure No sensible person speaks of the 
' burden ” of dravnng cheques, regardless of the 
lurposes for which they are drawn 

Historically the idea tha t aU taxes are an evil 
qipears as a deduction from the '/ac^e ' ^n'ilhd duaJist 
Loctnne that, outside the narrow sphere of its~ tradi- 
Tortfil mmim nm of actunties, the State can do no 
ight. But this doctrine is now seen to err on the side 
}f simplicity Historically also the idea is connected 
yith the supposed distmction between " productive " 
uid “ Tinproductive " espendituxe. It was imagined 
>y early eoonomists, mcluding Adam Smith and 
Sicardo^ that most of the private expenditure, which 
jaxatioB; chjet^:eid, was " productive/'’ while all pubhc 
^sjyiertditure, which taxes paid forj was “ unproduc- 
dve,’' But tins idea is faliacioiis, and the supposed 
iistiaction which it imphes has long been discredited 
rfee);.<i!^fes2fconoiju,e test of the productiveness ’ ’ of any 
its economie welfare, 

pahfeg.. auq health, for 

^Saaapjei . pteduciive «f gi^ater eosuoraic 

ca: even 
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None the less, it is an ingrained habit with many 
** respectable authorities ” on pubhc finance,— states- 
men and city magnates, no less than textbook writers — 
somewhat uncritically to deplore that g;rowth of 
pubhc expenditure which, independently and 

preparations for war, has been steadily proceeding 
m all civilised commumties for many years past A 
long series of Chancellors of the Exchequer have 
harangued successive Earhaments upon this theme with 
traditional gloom and set phrases of dismay But a 
Chancellor of the Exchequer deprecating in the House 
of Commons expenditure sanctioned by the Cabinet, 
of which he is, or should be, one of the most mfluential 
members, is surely a shghtly absurd, if not almost an 
unconstitutional, spectacle. For, if he has not con- 
sidered the expenditure to be reasonably necessary, he 
should have resigned 

It IS a truth not confined to pubhc finance that 
“ our great need is economy ” But there is a sharp 
distmction to be drawn between false and true economy, 
between spending as httle as we can, r^^dless of t^ 
results attained, and spending whartever is necessary in 
order to produce the best results attainable, — =m slmrt, 
between .gpending httle and spendmg wisely,* 

§ 2. If, therefore, pubhc finance is to be treated 
as a branch of science, eco'normc or pohtical, and not 
merely as a string of catchpenny maxims, one funda- 

* Mere parsimony is not economy Expense and great expenro- 
majr ^ an essential part in true economy Economy is a distnbti- 
trCFes vntne and consists not m saving but m selection Parsmioay 
Eettnuaes no providence, no sagacity, no powers of combination, no 
eqgTipaxison^ no judgment Mere instmct may prodnOo^ tfeja £a.tee 
jgjoiafl^y HI perfection The other econor&v has lao^jer It 

ortayatw^k a chscnmmatmg judgment and affirm sagacipns 
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tnpntal principle must he at the root of it This we 
may call the Principle of Maximum '>'*--'1.?’ Ad^^antage 
Most of the operations of pubhc finance resolve them- 
selves into a senes of transfers of purchasing power 
These trans/ers are made, by taxation or othervase, 
from certam indiraduals to pubhc authorities, and back 
agam from these authorities, by way of public expendi- 
ture, to other indn’iduals, some of whom, such as pohce- 
men or contractors, render serruces m return, while 
■others, such as old age pensioners, do not ' This 
distmction between transfers in payment for services 
rendered, and transfers to which no servuces are related, 
18 important in classifications of pubhc expenditure 
But it need not detam us here As a result of these 


operations of pubhc finance, changes take place in the 
amount and m the nature of the wealth which is pro- 
duced, and in the distribution of that w'ealth among 
individuals and classes Are these changes m their 
aggregate effects socially advantageous ? If so the 
operations are justified , if not, not ( The best system 
■of pubhc finance is that which secures the maximum 


•Social advantage from the operations which it conduct^ 
is obtuoos, simple and fax-reaching. 


though its practical appjscatton is often very difficult 


But the dhfficolty is tnhamit m the subject, and cannot 
iegitimately be avoided by substituting a wrong 
pra«ipte.fDr a right one> m order arrive more easily 


-ftt praiaicaiNspnt^aaoas 


$ 3 ,. Ek to prmciple we need to 

before XUS uestaSFk tesifi of sotfei advantage. The 


^ iwvjn m recent. 
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first which suggests itself is the need to p’-eserve the 
community, assuming it to be worth preservmg m its 
existing form, against mtemal disorders and external 
attacks How this should best be done falls outside 
the scope of this discussion But it is a question of 
wise pubhc policy at home and abroad, and not merely 
of exptnditure on armaments and police If any 
commimity m its existmg form is not worth preservmg, 
it IS the busmess of statesmen to change its form 
And, m any case, it is their busmess to mcrease the 
welfare, both econormc and non-economic, of its 
members 

This brmgs us to the more strictly economic tests 
of social advantage, with which this book is primarily 
concerned The two chief conditions of an mcrease m 
the economic welfare of any community are, fibrst, 
improvements m production, and second, improvements 
in the distribution of what is produced Improve- 
ments m production resolve themselves mto mcreases 
of productive power, so that a larger product per head 
of the population shall be obtamed with a smaller 
effort, and improvements in the organisation of 
production, so as to reduce to a minimum the waste 
of economic resources, through misdirection and 
unemployment. Improvements m distribution resolve 
themselves mto aTeduction m the great mequahty, 
which IS found in most (uvihsed commumties, m the 
mcom^ of different individuals and famihes, and a 
reduction m the great vaiiabihfy, between different 
periods of time, of the incomes of particular individnals 
usnd families, especially among the poorer secttoos of the 
ecnmmiuty. A reduction in ineqnahty is desuuHet in 
order tibat income may be distribute^ at any jpvQa 
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time, more in accordance wath indimdual and family 
needs at that tune, and with capacity to make good 
ose of income A reduction in variabihtj^ is de^sirable, 
m order that there may be a greater stabihtjg through 
time, in the econormc life of the communit3g and par- 
ticularly in the incomes and emplovanent of indimduals 
Such reduction in vanabihtj’- is another aspect of the 
better orgamsation of production To meet changes, 
through time, in mdiyidual and family needs, is a 
separate problem All these are well accepted canons 
of economic unprovement, and in so far as the opera- 
tions of pubhc finance can bring about improvement on 
the whole, such operations are justihed 

It shthild be added that the statesman is a trustee 
for the future, no less than for the present Indi\iduals 
die, but the community, of which thej" form a part, 
kves on. The statesman, therefore, should prefer a 
largear social advantage m the future to a smaller one 
to-day, 

§ 4. With these apphcations of the Principle of 
Matdmum Social A,dvaiitage we shall be concerned in 
flaore -rletaii lat^. PiiT at this pomt a few negative 
may oeefuily be drawn, as correctives to 
eeiroia' popular arguments. 

It is imp>o 65 ibie “to rnake an etsc^pHaate,” as is some- 
saggested, " rtf .what this country,- taJcijig its 

ready afford in the 

aiad ;pafft^ loiai.Jboiw namoot afifcrd 

ttae eacB€SQser or: fsi aja 
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a considerable expenditure in vanons desirable direc- 
tions, if the money is raised by one scheme of Inaction, 
but not if it is raised by another Unless hedged about 
with many qualifications and assumptions, the “ tax- 
able capacity " of a commumty is a phrase which has 
very little meanmg * 

Agam, it IS not umversally true that " pri vate 
mdividuals spend mon e y better t han g ove rnment 
and the general restncfion of pubhc expenditure cannot 
be defended on this basis Gladstone, mdeed, used to 
speak of " leaving money to fructify m 
the people,7 as it were a ripefung 

deiend mis pohcy as preferable to the mamtenanoe of 
taxation, even when the chief purpose of the latter was 
the more rapid reduction of national debt But he and 
most of his generation were bhnd to the advantages 
of pubhc expenditure on such objects as old age 
pensions, provision against sickness and imemploy- 
ment, and the hke Amid the grave financial difficulties 
of the pmod tlurough which we are passii^ we need to 
scrutmise more closely than usual the expenditure of 
private indiVidaE;^ no less than of pubhc authorities 
This truth is not yet as.widely emphasised as it shocdd 
be. Thus m the early summer of 1920 I noticed one 
day the headhnes of two newi^apers, side by ssde^ One 
piUoned “ The Spen dthrifts ocmtained an article 
attacking the Government for paying large salaries to 
officials at the Ministry of Transport ; the other 
advertised " Ascot Last D ay,** and informed me, ^th 
an air of r^pc^ tor tne good old days, that some ladies 
were wearing only four new dresses dnrug thesfac d£^ 
of that race meeting, instead of the six wMch wei]|» 
■ ‘*Xwnl)^CaqpaQit7"attb*flado£'G|. KXT 


^eesc, and. ti. 
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customary before the war “ Retrenchment ” is a 
blessed word, but it should be applied to private no 
less than to pubhc extravagance It is not wisdom to 
cut down pubhc expenditure simply m order that 
private mdividuals may have more to spend as they 
please 

On the other hand, it is not universally true, as 
some modem writers suggest, that “ government 
suends money better than private individuals do ” 
ana me general expansion ot public expenditure cannox 
be defended on this basis It may often be true that, 
cm the average, pubhc spendmg out of the proceeds of 
taxation is of greater social advantage than the private 
spendmg, which would have taken place if the taxation 
had not been imposed But it does not follow that it 
would be socially advantageous to increase pubhc 
expenditure and correspondingly to dimmish private 
expenditure For it may not be the most useful parts 
of the formerthat will expand, or the most useless parts 
of the latter that wiU be cut off A Government with 
more money to spend may spend it on projects which 
are not worth what they cost A rich fr^uenter of 
Ascot, with more taxes to pay, fiaay pay &em, not 
of what he spends on his wife’s dresses or his own 
drinks, but ocrt of wbat he mrgfat otherwise have 
Hcvested m some useful enterprise, such as the building 


tQf hafee.^iipi^&pnc^tiQH ot another kmd, 
lis- a. sfafkUfQiw ond mis- 
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to investigate the effects of various alternative taxes, 
and to act upon the results of their investigations, not 
to set up for themselves a self-denymg ordinance 
against possible well-domg Yet so deeply is 
precept embedded in the tradition of Bnti^ financ i a l 
pohcy that, for example, even Harcourt m 1894 dis- 
claimed any “ ulterior aims ” m ,his reform of the 
Death Duties, though the ulterior effects of his pohcy 
were readdy visible to aU mteUigent observers, who 
approved or disapproved of his pohcy according as they 
approved or disapproved of its tendency towards the 
gradual break up of large landed estates 

The persistence of the precept m this cormtry may 
be accoimted for, partly, by Ihe Parhamentary con- 
ception, strengthened by the terms of the Parhament 
Act of 19x1, of " Money Bills," as Bills which provide 
for the raismg of revenue and for no other object and, 
partly, 1^ a widespread opimon that the instrument of 
taxation ^ould not be used for any other purpose, 
except that of raismg revenue But, as will be argued 
later, this narrow opmion has no logical basis Thus 
it IS sometimes thought to be a good argument against 
a protective tariff that it has other effects besides 
raismg revenue But this is, m fact, a very bad argu- 
ment For what opponents of a protective tariff need 
to prove IS, not that it hxts ciher effects, for that is 
obvious, but that these effects are worse than those of 
some alternative method of raismg an equal revenue 
To this simple but comprehensive doctrine we con- 
tinually return Take accotmt of all the probable 
effects, which can reasonably be foreseen, of any 
finangal proposal which is tmder discussion , strike a 
balance^ of probable gam and loss to the commumiy ; 
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compare this balance with that of alternative proposals, 
and act upon the results of this comparison Those 
who are oppressed by a sense of the difficulty of i-hitf 
calculus, should console themselves with the saying of 
the anaent Greeks that " it is not the easy things, but 
the difficult things, that are beautiful " 



Chapter III 


PUBLIC FINANCE AND PRIVATE FINANCE 

§ I It IS instructive to compare pubkc with 
pnva-te finance, and this is the task of the present 
chapter Broadly speaking, it is true to say that, while 
an individual’s income determines the amount of his 
possible expenditure, a pubhc authority’s expenditure 
determines the amount of its necessary income In 
other words, while an individual adjusts expenditure 
to income, a pubhc authority adjusts income to 
expenditure But to this broad statement there are 
qualifications 

To some extent an individual adjusts mcome to 
expenditure If he marries, and especially if he makes 
himself responsible for a number of dependents, his 
estimate of necessary expenditure will rise and he may 
decide to mcrease his mcome by workmg harder and 
sacrificing leisure On the other hand, when his 
children have become self-supportmg, his estimate of 
necessary expenditure may fall, and he may decide to 
work less hard and to take more leisure To some 
extent, agam, a pubhc authority adjusts expenditure 
to mcome In bad tunes, when its mcome falls off, 
it may practise retrenchment, and m good tunes, wh^ 
Its mcome mcreases, it may embark on pohcies hitherto 
considered too expensive 

The adjustment of an mdividual’s mcome and 
expenditure need not be exact m any giv^n year 
'* There is no special sanctity m the period m which the 
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eartli revolves round ttie sun ” A year is a convenient 
accounting period for some purposes, but not for 
others If an individual’s expenditure exceeds his 
mcome, the excess may be met out of savmgs made 
m previous years, or from the sale of assets Or he 
may run into debt, either by straightforward borrow- 
ing, or by leaving bills impaid, m which case, in effect, 
he borrows from his creditors And if his mcome 
exceeds his expenditure, the surplus mcome is available 
either for investment or for expenditure m the future 
Similarly, the adjustment of a pubhc authority’s 
mcome and expenditure need not be exact m any given 
year When its mcome exceeds its expenditure, it 
has a reahsed surplus, which is available for future uses 
Again, when its expenditure exceeds its income, a 
pubhc authority, like an mdividual, may draw on its 
savmgs, if any, or sell some of its assets, or nm mto 
debt But here a pomt of difference anses For a 
pubhc authority may raise either an internal or an 
external loan, that is to say, may borrow either from 
those who are subject to its authority, or from those 
who are not Or agam it may ihake ends meet by 
inflating th#* currency But an individual cannot raise 
an mtemal loan The nearest approach he can make 
to such a transaction is, if he keeps two banking 
accoimts, by borrowing from one for the benefit of the 
other Nor can an mdividual inflate the currency by 
decreemg that his I O U ’s shall be legal tender * 

§ 2 . In some econormc text-books it is said that 
an mdividual so distributes his expenditure on various 
commodities and services, that the marginal utihties of 

* See Ch XXVI for a fnller discussion of the questions raised m 
Ihis paragraph* 
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all these expenditures are equal, and the total utility 
of the whole expenditure a maxunum It is one of the 
chief advantages of a money economy that it rnglrps it 
possible for this to be done, and for this reason we may 
anticipate the survival of money even m the soaahstic 
commumties which the future may brmg forth * In 
reahty most individuals do not thus equalise their 
marginal utilities with any great exactitude, but m the 
schemes of expenditure of all except the least intelli- 
gent, who have no scheme at all, there is an approach 
towards such equalisation 

A pubhc authority, not bemg a person except in a 
legal sense, cannot estimate the margmal utilities of 
its various expenditures as an mdividual can But the 
general principle, on which statesmen should attempt 
to act, IS the same The margmal utility to ihe com- 
munity of all forms of pubhc expenditure should be 
equal, and the distribution of a given total of expen- 
diture between different objects is thus theoretically 
determmed * 

§ 3 What, however, should determine the total 
of pubhc expenditure Here, agam, the theoretical 
answer is clear Pubhc expenditure m every direction 
should be canned just so far, that the advantage to the 
commumty of a further small mcreeise m any direction 
IS just counterbalanced by the disadvantage of a corre- 
sponding small mcrease m taxation or m receipts from 

* In the Soviet Union the use of money was soon resumed after 
a bnef and unsatisfactory experiment m " moneyless economy *' 

» It should be noticed, however, that a statesman, m estimatmg 
the margmal utihty of any form of pubhc expenditure, must follow 
an objective standard of pubhc welfare, or social advantage An 
individual, on the other hand, follows a subjective standard of 
utihty, or private advantage, linked with an objective standard of 
price 
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any other source of public income This gives the ideal 
total both of public expenditure and of pubhc income 
The ideal distribution of this total public income 
between different taxes and other sources of income is 
similarly given by the requirement that the margmal 
social disadvantages, or disutihties, of raising income 
from all these sources should be equal 

It is not to be imagmed that pubhc authorities, any 
more than mdividuals, ever achieve perfect solutions 
of these complex problems of balancing margmal 
utilities and disutilities But some statesmen miss 
perfection by a longer chalk than others In practice 
these problems of pubhc finance are settled by a tug-of- 
war between rival spending Departments, and between 
spendmg Departments and the Treasury, modified 
by pressure from other mfluential quarters — elected 
persons, orgamsed mterests, newspaper editors and so 
forth And, in practice, neither pubhc authorities nor 
individuals are often required to rearrange the whole 
oftheir schemes of expenditure from top to bottom 
Certain expenditures are actually gomg on, and the 
problem is usually restricted to the desirabihty of 
makmg certam changes, which affect only a small 
proportion of the whole Moreover, much expenditure, 
particularly by pubhc authorities, is commonly based 
on legal contracts, or on quasi-contractual assurances 
which cannot, without serious disturbance, be varied 
at short notice 

§ 4 None the less, for makmg dehberate changes 
in its mcome and expenditure, and particularly for 
ma kin g increases, a pubhc authority is generally in a 
much better position than an individual The chief 
reason for this is obvious ; it has the whole wealth of 
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the community on which to draw, in addition to the 
possibility of raismg external loans But there is 
another, though less important, reason In some 
theoretical discussions it is suggested that mdividuals 
go on workmg, until the margmal utihty of more 
product, or more pay, just falls short of the marginal 
disutihty of more work But this is only true of those 
who work mdependently of others, boys picking black- 
berries, to take Marshal’s famihax example, or artists, 
or free-lance journalists But most people have to fit 
m their hours of work with those of others, and often 
with collective agreements and sometimes with Acts of 
Parhament Some would hke to work more and others 
less than they do, but have to conform with general 
arrangements Pubhc authorities are usually free from 
this disabihty and can make their own financial arrange- 
ments without much regard to what others are domg 
Expenditure on armaments is an exception to this 
general rule 

§ 5 In the pure theory of mdividual finance, the 
principle of the equalisation of margmal utihties in- 
cludes, as a special case, the equalisation of the margmal 
utihties of present and future e^enditure, and hence 
determmes the provision which mdividuals will make 
for the future Most people, however, discoimt the 
future to some extent For its satisfactions, and equally 
its dissatisfactions, qmte apart from any factor of 
imcertarnty, look shrivelled to the normal eye beside 
equal satisfactions, or dissatisfactions, m the present. 
Moreover, one's hfe is, m fact, uncertam and one’s 
descendants, after a certam pomt, urunterestmg Most 
mdividuals, therefore, make less provision for the 
future than they would do if their power of visualising 
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it were stronger or if they expected their earthly life 
to last forever, or even for a hundred years But, 
smce the community outlasts the individual, and since, 
as was pointed out m the last chapter, the statesman 
should regard himself as trustee for the future, the latter 
is not entitled to discount the future at so high a rate as 
most mdividuals m their private capacity normally do 
Indeed, it is doubtful whether he is entitled to discount 
it at all It follows that, in so far as future conditions 
can be reasonably foreseen, statesmen should sometimes 
aim at makmg a more generous provision for the future 
than would be made by private mdividuals left to them- 
selves Important examples of this principle will be 
given later, when we come to deal with public expendi- 
ture But the task of statesmen will often be rendered 
difficult by the pohtical pressure of those who repeat 
the ancient question, “ What has posterity done for 
me, that I should do so much for posterity ? ” 
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SOURCES OF PUBLIC INCOME 

§ I The income of a public authority may be 
defined either m a broad or a narrow sense In 
the broad sense it mcludes all " incomings ” or 
“ receipts,” m the narrow sense only those receipts 
which are mcluded in the ordmary conception of 
“ revenue ” Thus the attentive reader -vs^ have 
noticed that the word was used m the broad sense m 
Chapter I, § 3, where it was said that public borrowings 
form part of pubhc income, but m the narrow sense in 
Chapter III, § i, where it was pomted out that a pubhc 
authority’s mcome may fall short of its expenditure m 
any given year and the deficit be made up by borrow- 
mg As between these two senses, the context is 
generally a sufficiently good interpreter but, where 
necessary, ambigmty may be avoided by using the 
terms '* pubhc receipts ” and " public revenue ” to 
denote pubhc income m its broad and in its narrow 
sense respectively The <duef elements included m the 
conception of pubhc receipts, but excluded from that of 
pubhc revenue, are receipts from pubhc borrowmgs and 
from the sale of public assets, such as war stores, and 
paper money newly prmted and dehvered from the 
pubhc prmting press 

§ 2 , The classification of the sources of pubhc 
mcome is discussed at great length by many writers, 
but the chief purpose of any such classification ^ould 
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be to throw light on the nature of pubhc income and, 
judged by this standard, much of the discussion m the 
textbooks is of small practical utihty 

The first and most important practical distmction 
is between taxation and other sources of mcome A 
tax is a cotnpulsorv charge imposed by a pubhc 
authority and, as Professor Taussig puts it, " the 
essence of a tax, as distmgmshed from other charges by 
Government, is the absenr<» of a direct (jmd pro quo 
between the taxpayei and the puuhc authority We 
have, on the other hand, as an important source of 
pubhc mcome, the prices charged by a pubhc authority 
for specific services and commodities supplied by it, 
mcludmg the prices charged for the use of public 
property Generally speaking, these prices are paid 
voluntarily by private persons, who enter mto contracts, 
eiqiress or imphed, with pubhc authorities, whereas 
taxes are paid compulsorily , 

Developing the broad distmction between taxes and 
prices, we have on the one side (i) taxes ordmanly so 
called , {2) tributes and indemnities, whether arismg 
out of war or otherwise ; (3) forced loans, such as old 
tune prmces of doubtful credit used often to extract 
from Jews and others, but which are not much used m 
modem public finance, and (4) pecumary penalties 
for ofiences, imposed by Courts of Justice On the 
other side we have (5) receipts from pubhc property 
passively held, e g pubhc lands leased to tenants, or 
the British Government’s Suez Canal shares , (6) 

receipts from enterprises earned on by a pubhc 
authority which does not make use of monopoly power 
to raise its pne^ above " the competitive level " ; (7) 

* Pn 7 u*pUs ofBconomtcs, H, p 483 
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fees or pa3mients made for services, not in the nature of 
busmess services, performed by a public of&cial, sudh 
as the registration of births; and (8) receipts from 
voluntary pubhc loans 

Four other sources of pubhc mcome may be dia- 
tmguished which do not fall completely under either of 
our two mam headmgs, nam^y, (9) receipts from 
enterprises earned on by a pubhc authonty which does 
make use of monopoly power to raise its pnees above 
" the competitive level ” , (10) receipts from “ special 
assessments ” , (ii) receipts from the use of the 
prmtmg press, for the purpose of meeting pubhc expen- 
diture by the issue of paper money ; and (13) voluntary 
gifts Many enterprises are carried on by pubhc 
authonties with the primary object of raismg revenue 
by the use of monopoly power Thus many govern- 
ments have estabhshed State monopohes of matches 
and tobacco That part of the pnee of such com- 
modities, which exceeds their cost of production 
(mdudmg normal profits), is mdistmguishable, in 
pnnciple, from a tax on such commodities * A special 
assessment is an American invention, defined by 
Professor Sehgman as “ a compulsory contribution, 
levied m proportion to the special benefits derived, to 
defray the cost of a specific improvement to property 
undertaken m the pubhc mterest It is a device for 
securmg for the public treasury part of the tmeamed 

* In practice, it is not a simple matter to divide, Tvith any degree 
of precision, ihe price of a commodity or service monopolised by a 
pnbbc authority mto its component parts, competitive price plus 
tax For, in the absence of competition, the competitive puce can 
only be roughly estimated And the cost of production of eithet 
a private competitor or a private monopolist might difiet widdLy 
teowL that of the pubhc authonty 

* Essays tn Taxation^ p 3^3 
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increment in the value of jBxed property, which anses, 
for example, m the neighbourhood of a newly opened 
thoroughfare A special assessment resembles a tax 
m that It IS a compulsory pa 3 nment, but differs from it 
m that the payer has received a defimte and direct 
qmd pro quo In the latter respect it resembles a pnce, 
but differs from it m that the payment is not voluntary 
and does not arise out of a contract with the pubhc 
authonty In this country such a charge, under the 
title of “ betterment,” is imposed by local authorities 
in coimection with public improvement and plannmg 
schemes The issue of new paper money by a pubhc 
authonty is not qmte the same thmg as the imposition 
of a tax, though its effect, through reducing the value 
of money, is similar to that of a general tax upon all 
commodities and services* Voluntary gifts form, 
unfortunately, only an mfimtesimal part of the income 
of pubhc authonties They are exemplified m this 
coimtry by " consaence money,” which, however, is 
usually only a delayed part-payment of taxes winch 
have already been evaded, and by occasional gifts for 
the reduction of the national debt 

§ 3 The boimdary hnes between the various 
kmds of pubhc incomes just enumerated are not, in 
most cases, clear cut, but one kind shades gradually 
mto another Thus taxes shade gradually mto prices, 
smce the services rendered by pubhc authonties to 
taxpayers often stand in a somewhat mdefimte relation 
to the payments made by the latter Local rates for the 
supply of water,where no meters are used, illustrate this 

Agam, Professor Taussig’s descnption of a tax, 
quoted above, would cover penalties for offences, the 

* See Ch XV for a farther discussion of this point 
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underlying idea of which is dearly distinct. The 
distinction between taxes and penalties is one of motive; 
a pubhc authority imposes taxes mainly to obtam 
revenue and enacts penalties mainly to deter from 
certam acts If motorists were fined for every 
infraction of the speed limit, and the money were 
collected periodically, such fines might be regarded as a 
tax on high speed, comparable to a tax on petrol But 
if, at each successive offence by the same motorist, the 
fine were mcreased, and the offender finally put in 
pnson or deprived of his hcense to drive, so that no 
more fines were obtainable from him, those already 
collected would clearly be in the nature of penalties and 
not taxes Similarly with customs duties, m the 
language of which, as Swift remarked, two plus two is 
often less than three If, as the rate of a particular 
duty IS mcreased, the revenue 3uelded increases, the 
duty is predommantly a tax But when the rate is 
mcreased above the point at which the yield m revenue 
is a maximum, it is dear that some element of penalty 
is present, and we finally reach a duty of prohibitive 
amount, whose 3n.eld is very small or even non-existent, 
and which is closely akm, in the case of an import duty 
for example, to a simple prohibition of importation, 
with a penalty for infraction Intermediate between 
a tax and a penalty is a duty primarily designed to 
check consumption, such as the hquor duties, the 
raismg of which m 1909 was said to have caused many 
Scottish farmers to dnnk milk mstead of whisky, or the 
mcrease in railway &res during the war which was 
ddended partly on the ground that people were 
traveUmg too much, and hmdermg the use of rolling 
stock for mihtary purposes 
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Deterrence, again, shades into discnmmation, as 
m schemes of Imperial Preference, m special taxes on 
land values or on mineral royalties or on war profits, or 
in lower rates of income tax on " earned ” than on 
“ unearned ” incomes 

§4 It has already been pointed out that the 
monopoly profits, if any, of a pubhc enterprise are 
closely a>i u to a tax There is no substantial dis- 
tmction, from this pomt of view, between the French 
Government's monopoly profits from the sale of 
tobacco, and the British Government’s revenue 
from tobacco duties imposed on private traders 
Pubhc enterprises, which make monopoly profits, 
shade into those which do not The test is not whether 
a pubhc authoniy has an absolute monopoly of the 
supply of any commodity or service, for, in the first 
place, very few monopohes are absolute, when substi- 
tutes, actual and potential, are taken into account A 
legal Government monopoly of railway transport, for 
mstance, is open to competition from private transport 
both by water, road and air And, m the second place, 
monopoly need not be absolute, m order to permit of 
the use of monopoly power to raise prices above cost of 
production This power is available, as a general rule, 
wherever a considerable proportion of the total supply 
of any commodity or service is under a single control 
The test is whether such monopoly power is, or is not, 
actually used For a pubhc authority conductmg an 
enterprise may have a large degree of monopoly power, 
but may deade that it is m the pubhc mterest that the 
product of the enterprise shall be sold at, or even below, 
cost price The practical difficulty of appl3nng this 
test hes m the detemunation of the cost of production 
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of the products of a pubhc enterprise What aHow- 
ances for interest, depreciation, etc , should be made ^ 
Anyone who doubts the reahty of these dif&culties 
should try to determine the cost of production of 
British postal services 

There is no sharp distmction between fees on the 
one hand, and taxes and public monopoly profits on 
the other For the cost of perfonnmg a service is often 
less than the fee charged for performmg it Nor is 
there any sharp distinction between fees and receipts 
from pubhc enterprises generally For there is no 
sharp distinction between those services which are 
in the nature of busmess services and those which 
are not Thus some writers have proposed to class 
all postal receipts as fees Again, there is no sharp 
distinction between receipts from pubhc enterprises 
and receipts from public property passively held, for 
some supervision and management are required even m 
the most humdrum administration of pubhc lands and, 
if schemes of afforestation, irrigation, etc , are under- 
taken, these constitute an enterprise no less than the 
dehvery of letters and telegrams 

The general conclusion of this discussion is that the 
sources of pubhc income may indeed be classified, but 
that many of the distmctions mvolved are not clear cut 
and that, here as elsewhere, the search for a classifica- 
tion IS more mstructive than the classification when 
found 
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TAXATION AND SOME DISTINCTIONS 
BETWEEN TAXES 

§ I We have seen that a ±ax is a compulsory con- 
tribution imposed by a pubhc authority, irrespective of 
the exact amount of service rendered to the taxpayer 
m return, and not imposed as a penalty for any legsd 
offence Aube ron He rbert, who was a philosophic 
agiarchist, tEdugfiC tHat SSation was nev& morally 
justifiable, but this is a rare and eccentric opmion 
which may be ignored Yet taxation, though justi- 
fiable, Mght not be necessary, or might be necessary 
to only a small extent,' if other sources of pubhc income 
were more prolific, if, for instance, public authorities 
owned larger quantities of ^ncome-jnelding property or 
if it was more the fashion among wealthy people to 
Qiake large voluntary gifts to the State If the ^ London 
County Council were the sole ground landlord mthin its 
area, London rates would be very much lower than 
they are * Agam, if voluntary contributions to the 
Treasury were made to bear the same vague, but 
perceptible, relation to the conferment of “ honours,” 
which contributions to the funds of some pohtical 
parties do now, the burden of ta xation m Great Britain 

* A. Caaadiaa. student who attended my lectures told me that 
the Mumcipahty of Gudph, Ontario, imposes no local taxation, 
hat hves eatir^y on the rent of mumcipally owned land leased to 
the Canadian Pacific Railway 
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might be lessened, at any rate until a greatly increased 
supply had seriously reduced the purchase price of a 
Viscounty or a Knighthood wf the British Empire 
Even so, the ingenious mvention of new “ honours " 
might keep the tide flowing for a time, but at this stage 
of the busmess we should be gathering pubhc mcome, 
not from volimtary gifts, but from a skdfully conducted 
pubhc enterprise As things are now ordered, how- 
ever, a large amount of taxation is necessary m all 
modem commumties and, as pubhc eispenditure 
mcreases, taxation increases also 

§2 The dassification of taxes m many text- 
book discussions is even more and ground than the 
classification of pubhc income m general, but a few 
distmctions may be noticed in passmg That most 
commonly made is between direct and mdirect taxes 
The idea usually underlymg this distmction is that a 
(Jirect tax is really paid by the person on whom it is 
legidly imposed, while an mdirect tax is imposed on one 
person, but paid partly or wholly by another, owtng to a 
co^eguen^al change' tn the terms of some contract or 
bargatn between them A tax is not held to be mdirect 
merely because it is collected from one person and paid 
by another Thus, imder Schedule A of the Bntish 
Income Tax,, the so-called " Xandlordh P roperty Tax,” 
whichis a tax on the mcome derive<i &bm the ownership 
of land and buildmgs, is collected from the occupier 
who, however, has a statutory right to deduct it from 
the rent which he pa 5 rs to the owner, any contract 
not to deduct it bemg legally void N either the imposi- 
tion of this tax, therefore, nor any change m its amount 
causes any change m the terms of the bargam already 
mtered mto between the occupier and the owner. 
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It may be described as a direct tax legally imposed upon 
the owner, but collected from the occupier 

An mdirect tax, in short, is conceived as one which 
can be shifted or passed on; a direct tax as one which 
cannot. This distinction is less fundamental and useful 
than IS commonly supposed The reasons for this will 
appear more clearly when we come to consider the 
mcidence and effects of taxation Nor is the distinc- 
tion always clear m common usage ^ picome ta x 
i§ generally regarded as a direct tax ; but tke TTnit'^ 
States Supreme Court m 1868 held it to be mdirect, 
when they wished to declare it constitutionally vahd 
This, however, was only the economics of clever lawyers 
in a tight place An mhentance taxi s generally regard- 
ed as a direct tax and so are other taxes on property 
On the other hand, taxes on commodities and transac- 
tions are generally regarded as mdirect But doubts 
begm to arise when we reflect that commodities only 
differ from most other forms of material property m 
bemg less durable, and that an inheritance tax is 
merdy a tax on a particular class of transactions 
The distmction between direct and mdirect taxes 
IS made by some writers to turn on whether or not it 
IS intended by the statesmen, who impose it, that a tax 
shall be shifted But this is to mtroduce an additional 
and needless difficulty For the mtentions of 
^t^men and the facts of incidence may be at van- 
ggce Some statesmen, mdeed, do not realise the 
problem of mcidence at all, and think that all taxes are 
paid by those on whom they are legally imposed I 
remember a s king a member of the British Govern- 
ment m iQir, whether either the C abme t or theTreasury 
had made any estimate of the mcid^ce of the "^i^kly 
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imposed on employers and employees under 
the rfational Insurance Act of that year But the 
Minister could not see that there was anything to 
estimate “ The men pay 46 . he said, " and the 
employers pay 3d and the State pa3rs ad , and so the 
men get gd for 4d ’* It is best m this matter for the 
economist to ignore the mtentions of the statesman 

It is often vaguely supposed to be a ^gn of jin ancial 
virtue to " keep a balance ” between direct and indirect 
Taxation, an idea encouraged by Gladstone’s well- 
known simile, m which he likened tBSSSSTwo* sources 
of revenue to “ two attractive sisters," as between 
whom he was “ peHectly impartial,’* bdievmg that, 
as Chancellor of the Exchequer, it was " not only 
allowable, but even an act of duty, to pay my addresses 
to them both ’’ 

This notion of " keepmg a balance ’* is bound up 
with ideas about the proper distribution of the burden 
of taxation between p^ons, which wih be discussed 
later, and with the behef that direct taxes are paid by 
the rich and indirect the pQOiu There are no 
theoretical, but some practical, grounds for this last 
behef Most existmg durect taxes m modem com- 
mumties do, in fact, mvolve larg er contributions from 
^e nch than from the poOT, m proportion to their 
mcomes, and the opposite is the case with many existmg 
indirect taxes But the position would be reversed, if 
direct taxation were limited to a poll tax of equal 
amount on every citizen, and mdirect taxation to duties 
on luxuries which only the nch could afford to pay 

§ 3 There are various other distmctions between 
taxes which, though sometimes discussed at great 
length, are a good deal less important than they 
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seem at first sight Consider, for example, the dis- 
tinction between taxes on income and taxes on capital 
It can make no difference whether a given revenue is 
raised by a flat-rate tax assessed on the annual value 
or by a similar tax assessed on the capital value of 
property, so long as the ratio of annual value to capital 
value IS the same m all cases affected by the tax If, 
for mstance, this ratio is one to twenty, a tax of one 
and eightpence m the pound on an mcome, or anrmqi 
value, of £500 will bring m the same revenue as a tax 
of a penny m the pound on a capital value of £xo,ooo 
If, however, the ratio vanes, a tax on capital value 
will be heavier than a tax on annual value, 5nelding 
the same revenue, in those cases where the ratio of 
capital to armual value is abnormally high, and les s 
heavy where it is abnormally low Eor example, 
owners of undeveloped or “ under-developed ", land 
.JEiyU.^e hit harder, than the owners of fully dev^oped 
land This is why those, who wish to compel land- 
owners to " put their land to the fullest use,”^ advocate 
a tax based on the capital, rather than the annual, 
v^ue of the land Similarly holders of gilt-edged 
will be hit harder than holders of speculative 
securities 

The above distinction between taxes assessed on 
income and capital respectively is often confused with 
the quite separate distmction between taxes ^atd out 
of mcome and capital respectively But there is no 
reason why a tax assessed on capital should not be paid 
out of income, nor conversely ^l^^^^an liable to death 

* FuUest nso * Zlata niAftnft that wliicli, account of tZxA 

tax, IS most profitable to the private o^ner This is not necessarily 
Identical -with the use which tnings the maximum social advantage 
To secure the latter i^tdligaat geographical planning is required 
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duties may pay them out of mcome ; a man may sell 
securities or borrow from his bank m order to pay 
mcome tax The precept " tax mcome, not capital,” 
sometimes elevated to the digmty of a mavim ©f 
pubhc finance, is, therefore, ambiguous It may refer 
to the source of payment, and amount to an injunction 
that taxation should check the accumulation of capital 
as httle as possible Or it may refer to the basis of 
assessment, and mdicate a preference for an income, 
rather than a capital, basis Both these alternative 
meamngs of the precept will claim attention later 
§ 4 Another distmction sometimes drawn is 
between taxes assessed on property and taxes assessed 
on commodities This distiliutlduT as already remarked, 
tums"^iiirSlaSve durability Im idjs evidently property 
from this pomt of view, sugar evidently a commodity. 
Houses and machines zttfe mtermediate, being less 
durable than land, but more durable than sugar In 
practice, this distmction often turns largely on 
whether the tax is imposed periodically or once for all 
In the former case the object of the teix may generally 
be regarded as property, m the latter as a commodity 
Nor m the former case need the penod be regular. 
An mheritance tax, though levied at irregular mtervals, 
may reasonably be called a tax on property British 
local rates, bemg a periodic tax on the annual value of 
land and buddmgs, treat houses as property, but a tax 
levied once for all on the value of newly built houses 
would treat these as commodities 

Taxes on commodities may be either ” specific ” 
or ad valorem A specific tax is based upm sbSle 
physical measurement such as a umt of weight or 
volume, « g , a tax of a shilling a pound on tea or fifty 
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shilMngs a gaUon on beer An ad valorem tax is based 
upon a unit of value, eg, z. tax of a third of their 
value on imported mouth-organs 

§5 A distmction of a different kmd is between 
taxes mtended to be only temporary a nd taxes mtended 
to be comparatively permanent A special tax, 
whether assessed on an ui!diviHu3Pslncome, his capital 
or his war profit s, desig ned to pay off m a short time a 
l^ge amou^ of gut^jiebt, would be an example of 
t£«“l6rmer The Bnt^ h mcome t ax, at any rate 
smce Gladstone’s deaST.'^ S^ ^ example of the latter, 
though many taxpayers hope that the present rates of 
tax wiU not be permanent The chief value of this 
dis tmction hes m its beanng on the probable conduct 
of taxpayers, which will vary with their expectations 
regardmg future taxation * 

§ 6 A distinction is sometimes suggested between 
taxes on and taxes ontibn^ But this form 

of words may be used m at leasTIEree different senses 
In the most natural sense, taxes on persons would 
include, on the one hand, a poll tax, either equal m 
amount for all persons or assessed m some qmte 
arbitrary manner and, on the other, all taxes based 
on purely personal characteristics of the taxpayer, 
such as his height, weight or religion, or the colour 
of his eyes orTiair, while taxes on things would mclude 
all taxes based on criteria external to the taxpayer, 
such as his mcome, the rent which he pays for his house, 
or the amount of tobacco which he smokes But m 
this sense the distmction would be without practical 

* Gladstone always regarded it as temporary and m 1874, on 
the eve of a general election, promised to repeal it But he lost the 
Section 

SeeCh X.|§3-8. 
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value, since all actual taxes, with few and unimportant 
exceptions, would be on things and not on persons 
The t^ ODi the wearing of beards, imposed by Peter the 
Great with the object of encouragmg deanhness, was, 
however, a person^ tax m this sense 

A second sense, in which the distmction has some- 
times been used, imphes that some taxes are paid by 
persons and other by thmgs * But this is a very gross 
error It is natural, when thinking of the basis of 
assessment, to speak of taxes on land, on imports, on 
industry and trade But neither mammate objects, 
such as plots of land and bundles of imported goods, nor 
general terms, such as “ mdustry ” and " trade,” are 
endowed with pockets or banking accounts, out of which 
they, as distmct from persons, can pay taxes It is a 
platitude that •all taxes are paid by persons, not by 
things 

In a third sense, taxes on persons are sometimes 
treated as eqmvalent to direct, and taxes on things 
to mdirect, taxes But the terms " direct ” and 
” mdirect ” are here used m what is called by some 
” an admimstrative sense " Thus some " practical 
■financiers regard those taxes as direct which 

jire levied on permanent and recumng occasions, 

* See, for example, Giffen's observations on pp 93-4, of Memor- 
anda on the Classtfication and Incidence of Imperial and Local Taxes 
(C 9:658, 1899) — ** rates on real property are for the most part 
burdens on the property itself, and Iheredore not taxation in the 
proper sense of &e term , m other words not contributions to the 
expense of the State by the mdividuals who bear the rates in the 
same way that the Income Tax is a contribution by those who 
bear it Duties upon the succession to property at death are 

not taxes upon the dymg, because they are not levied till they have 
ceased to own the property, and not taxes upon the inheritors 
because they only inherit by the will and permission of tJ>3 State 
itself '• 
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while jchaiges on occasional and particular events 
are placed under the category of indirect taxation 
There is no logical connection between this view of the 
distinction between direct and indirect taxation and 
the view considered above, which makes the distmc- 
tion turn on incidence This tiresome duphcation of 
terms is a further argument for their abandonment 
Other writers have drawn a distmction, roughly eqmva- 
lent to that between direct and mdirect taxes m an 
administrative sense, between " personal ” and “ speci- 
fic ” taxes, and again between “ subjective ” and 
" objective ” taxes But the whole idea is woolly and, 
so far as the study of first principles is concerned, 
unprofitable 

§ 7 There are certain taxes, the place of which m 
tax Classifications may at first sight appear doubtful 
^amp dqties, t^es on business profits, on sales and on 
turnover are exam^^ But a httle reflection will 
make it dear that a stamp duty or stamp tax is not a 
special kmd of tax, but only a special method of collect- 
ing taxes People are required m certam circumstances 
to buy stamps of a certam value from a pubhc authority 
and to attach them to certam documents Many 
taxes on transactions are collected by this means, 
and any tax could be so collected The question is 
simply one of administrative convenience Thus some 
of those, who have advocated a weekly mcome tax on 
wage earners, have proposed to collect it by means of 
additional stamps on health msurance cards Again, 
a tax on busmess profits is only a tax on a particular 
kmd of mcome, while a tax on sales or on turnover is 
only a tax on the commodities sold or turned over 

^ Bastable, Public Finance, p 291 
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SOME CHARACTERISTICS OF A GOOD TAX 

SYSTEM 

§ I Any S3^tem of public finance must be looked 
at as a whole, before any final judgment can be passed 
upon its merits or dements So, too, any tax system 
must be looked at as a whole For different taxes 
may, m certam of their effects, correct and balance 
one another 

Assummg that in a given year a given revenue is to 
be raised by taxation, alternative tax systems wiH 
result m alternative distnbutions of the total burden 
of taxation, wiuch will itself be greater under some 
S3retems than others, and m other alternative effects 
upon the economic welfeire of the commumty These 
matters will be discussed in the next seven chapters 
But m this chapter a few preliminary pomts will first 
be noticed 

§ 2 The comparative advantag^es of s mgl e_ tax 
and multiple tax S5^tems have been mucli argued. 
Various t3^es of smgle tax have been proposed 
The Physiocrats proposed a smgle tax on th§ economic 
re nt of land, because they thought that this was where 
£ll taxes ultimately fell, and that it would, therefore, 
save trouble and misunderstanding to put them there 
straight away. But this idea mvolved a false ^epiy 
of mcidence Henry G eorg e made a similar proposal, 
partly because he thought that a tax on rent did not 
check mdustry, whereas all other taxes did, m which 



42 


PUBLIC INCOME 


opmion there is a gram of truth, and partly for reasons 
of a supposedly ethical character, to which less weight 
need be attached There are, however, two grave 
objections to a single tax of this kind The first is that 
it would not, in most modem commumties, bnng m 
enough revenue to balance the pubhc accounts The 
second is that it would lead to a very bad distribution 
of the burden of taxation For a millionaire, who 
owned no land, would pay no taxes, while a poor man, 
who had mvested all his savings m the purchase of his 
house, would pay m taxation, m respect of the land on 
which it stood, a considerable proportion of his mcome 
A smgle tax on land has no relation to mdividual 
** abihty to pay " 

A much stronger case can be made out for a smgl% 
t^ assessed on mcome Such a tax could be made 
to ^eld aU the tax revenue normally required, and, 
by means of .gj^aduation, differentiation and other 
devices, could be made to distribute the burden of taxa- 
tion between mdividuals m whatever way was thought 
best There are, however, m addition to certam argu- 
ments against any smgle tax, three objections to exclu- 
sive rehance upon an mcome tax The first is that 
such a tax imposed upon small mcomes is relatively 
difficult and expensive to collect * The second is that 
it secures no special contribution from inheritors of 
wealth, a pre-emmently taxable class The third 
IS that it tends to check savmg more than certam other 
taxes do* The first objection might be overcome 
to some extent by administrative improvements, and 
mdeed would not arise at all, if it were desired to 

* See cai xn, § 1 

« See Ch X 
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distribute the burden of taxation in such a way as to 
exempt small mcomes altogether The second could 
be overcome by treatmg wealth acquired by inheri- 
tance or gift as taxable mcome at the time of its acquisi- 
tion There is a good deal to be said for domg this 
and it has sometimes been done, e g , m the Umted 
States mcome tax of i86i The third could be over- 
come by exemptmg savmgs from taxable mcome, and 
thus imposmg a single tax, not upon personal mcome, 
but upon personal expenditure But, m the present 
^ate of our administrative technique, this scheme 
also encoimters grave practical difficulties and would 
mvolve great expense and leave open large loopholes 
for undetected fraud The easiest way of taxmg 
expenditure is to tax commodities or services straight- 
forwardly, and not in a roundabout fashion through 
personal mcomes But taxes on commodities must 
necessarily be multiple No smgle tax on a partic- 
ular commodity would brmg m sufficient revenue 
Moreover, if the attempt were made and the taxed 
commodity were one for which substitutes were easily 
available, heavy taxation would drive it out of use, 
while, if it were a Mc^lty of life for which no sub- 
stitutes were easily available, a very bad distribution 
of the burden of taxation would result, the poor 
paymg a much larger proportion of their mcomes than 
the rich 

A variant to a smgle tax assessed on mcome is one 
assesse d on the capital of property The latter 

tax, however, has a smaller range than the former, 
smce it does not fall upon mcomes from work, but only 
upon the source of mcomes from property It is also 
the teaching both of theory and experience that mopme 
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xs a better basis for tax assessment than the capital 
value of property For the former, given clear legal 
defimtions, only raises questions of fact But the latter 
raises questions not only of fact but of opmion, as 
regards the valuation of many forms of property which 
cannot be said to have a market value Thus the 
comparative success of the British mcome tax as a 
financial instrument may be contrasted with the com- 
parative failure of the general property tax m the 
United States, accordmg to the testimony of Professor 
Seligman and other American authorities * 

§3 The precedmg arguments agamst particular 
forms of smgle tax are remforced by certam general 
arguments agamst any form of smgle tax For, m the 
first place, anomahes as between persons, which are 
hable to arise under a smgle tax, are hable to be 
corrected under a multiphcity of taxes and, m the 
second place, evasions* which may be comparatively 
easy under a smgle tax, are more readily detected 
imder the check and counter-check which a multiple 
tax system may provide. Thus valuations ?of' death 
duties and the previous mcome tax returns of the 
deceased may be checked agamst one another ® Agam, 
the lU-contnved land value duties of the British 
Budget of 1909, though they never brought m any 
appreciable revenue, necessitated a land valuation 
which, though never completed, is said to have more 
than paid for itself by the additions which it mdirectly 
brought to the death duty revenue 

* Though some Americans pomt with pnde to certam of their 
partial property' taxes as powerful revenue raisers 

* And m Sweden, where the supply of spirits is limited to a fixed 
ration per head, a ration card is only issued if the apphcant can 
produce a certificate to show that he paid mcome tax 
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Thus the weight of argument agamst a single tax 
IS heavy In the case of local authonties, exercismg 
comparatively few functions over a comparatively 
small area, there is something to be said, on grounds of 
convenience, for a smgle tax on “ immobiha ” or 
imm ovable property Local rates m this coimtry are 
a tax of this sort, based on the annual value of land 
plus buildmgs, though some classes of land and build- 
ings are subject to exemption or abatements by way 
of " deratmg ” It is often argued that rates would be 
better based on the capital, or even the annual, value 
of land only For local rates are, m great measure, a 
tax on houses, which are not a good object of taxation 
Moreover, heavy rates on busmess premises sometimes 
impose a very severe check upon production But 
local rates are not, m reahty, a single tax, for local 
authorities derive a considerable part of their revenue 
from grants-m-aid out of the proceeds of national 
taxation, and from the ownerdup of pubhc property 
and the conduct of pubhc enterprises m their own areas 
And local rates are only in part a genume tax In part 
they represent pnces paid by ratepayers for specific 
services rendered to them by local authorities There 
IS, however, a good deal to be said for givmg local 
authorities power to levy certam local luxury taxes, as 
m some European cities 

§ 4 But though a multiple tax s3rstem is generally 
preferable to a single tax system, too great a multiphcity 
of taxes IS not desirable Advocates of “ broadening 
the basis of taxation ” are to be distrusted Of this 
fellowship was Arthur Young, who said, “ if I were to 
d^ne a good system of taxation, it should be that of 
bearmg hghtly on an infimte number of pomts, heavily 
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on none ”* But there is not necessarily any less total 
pressure under such a system, for, as mathematicians 
at any rate are aware, the sum of an infimtely large 
number of infimtely small weights may be greater than 
a smgle moderate weight Moreover, a large number 
of taxes, however small, usually involves a large cost 
and a large amoimt of vexation m collection 

The path of wisdom m this matter, for a modem 
commumty with a well developed economic life and 
a reasonably efficient admimstrative system, is fairly 
dear It is best to rely on a few substantial taxes for 
the bulk of the tax revenue In so far as it is desired 
to tax the nch, mcome and inheritance taxes are the 
best means , m so far as it is desired to tax the poor, 
ta±es on a few commodities of wide consumption, pre- 
ferably commodities not necessary to health and 
efficiency Some commodities, of which alcohol is 
the most important example, may mdeed be taxed 
on their merits, or, as some would say, on their dements, 
apart from any question of the distnbution of the 
burden of taxation between different sections of the 
community Taxes on luxunes have their legitimate 
place and other taxes with special objects may be 
added, but it is desirable to keep their number within 
bounds 

Almost eveiywhere, and even m Great Bntam, 
whose tax system, even after the adoption of a tariff 
m 1932, IS simpler and more efficient than that of any 
other important modem co mmuni ty, so-called 
“ histoncal causes ” have led to a needless multiphcity 
of taxes and to needless complexity m methods of 
assessment But, especially where multiphcity is 

* Quoted by Bastable» Ptibltc Ftnancm, p 344 
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reduced, particular taxes may need to be somewhat 
complex, — ^the British mcome tax and death duties for 
example — if the tax system as a whole is to be satis- 
factory 

§ 5 A further pomt of occasional controversy may 
be noticed here Is it a characteristic of a good tax 
S3rstem that taxes should be " felt ” as much, or as 
httle, as possible > The plam man will be mchned to 
fTiinTc that the best tax is that which is least felt, that 
IS to say which causes the least mconvemence and 
conscious sacrifice to those who pay it But some 
austere thinkers take the view that mankmd can only 
learn through suffermg, and that pohtical responsibihty 
can only be brought home to us through conscious 
payment of the price of greatness — or of folly, as the 
case may be Thus some people beheved that, unless 
the Germans paid, or at least tried to pay, an immense 
war mdemmty, they would hght-heartedly make war 
agam in a few years time, and a Scottidi Professor of 
Economics thought that we should be tempted to do 
the same, if we rashly destroyed, by means of a capital 
levy, the Great War Debt, which would otherwise be one 
of the most impressive of our national war memorials. 
It has also been maintained that, if income tax were 
resolutely imposed upon all, however poor, all would 
eagerly co-operate m checkmg wasteful expenditure, 
while the poor would also gam m moral stature Men 
take sides in this controversy accordmg to opmions 
not exclusively economic Personally, I take sides 
with the plain man In particular, I beheve that, m a 
modem democratic state, the reaction to a umversal 
mcome tax, newly imposed, would not be at all that 
imagmed by the austere The pubhc mmd would, I 
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think, be less pre-occupied with checking pubhc 
expenditure than with throwing out of power those 
responsible for the austere reform and with redistnbut- 
mg the burden of taxation accordmg to some brusque 
canon of outraged popular eqmty On the other hand, 
an mcrease m a well-estabhshed tax, such as local rates, 
undoubtedly creates a popular and somewhat mdis- 
cnmmatmg demand for “ economy ” 

§ 6 The practical apphcation of a decision, in 
either sense, of the mam controversy is not, however, 
wholly clear Thus it is commonly supposed that an 
mcome tax is more keenly felt than taxes which, 
bang levieTon‘*561&imodTties, are wrapped up in their 
prices, as some of the medicines of childhood are 
wrapped up in jam (The austere should pass a law 
requirmg grocers to say of their jam, not “ this is 
eighteen-pence a poimd,” but “ this is one and four- 
pence a poimd and the tax on sugar, to pay the interest 
on the War debt, is two-pence a pound ”) But on the 
other hand, as wJl be argued later,* an mcome tax hits 
only maigmal expenditure and margmal savmgs all 
round, whereas a tax on a particular commodity hits 
expenditure, mcluding non-margmal expenditure, on 
that commodity only, and is thus apt to cause a greater 
loss of satisfaction Moreover, when income tax is 
“ deducted at the source," that is to say mtercepted 
before his money mcome actually reaches the taxpayer. 
It IS apt to be less keenly felt, than if he first receives 
his income m full and then at a later date, when he has 
already spent most of it, receives a demand note from 
the tax collector An inhentapr^ agam, is often 
less keenly felt than nug^t be supposed, smce its 
> SeeCh X 
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payment is generally made through the agency of 
executors, before the inheritors receive the balance of 
the property, and since the payment coincides both 
with a positive accretion of personal wealth to the 
inhentors and with other events, which should generally 
force considerations of tax payments mto the back- 
ground of their minds 

§7 An ingenious formula, of Cambridge ongm, 
IS that the nch should pay more taxation than they 
thmk, while the poor should thmk they pay more than 
they do This double illusion, it is argued, will keep 
the nch contented and the poor virtuous, and will tend 
to maximise work and savmg by all classes But, 
whatever else may be said of this idea, it is more 
mgemous than practicable It would be hard to create, 
and stiU harder to mamtam, such an imstable equih- 
bnum of errors 

A distmction may, indeed, be drawn between the 
subjective and the o bje ctive burden of taxation * 
CSfresponding to the same objective burden, as viewed 
by the statesman, there may be a different subjective 
burden on two dijfferent taxpayers, due to differences of 
taste and temperament, even if their economic situation, 
as regards income and other factors, is the same. 
Correspondmg to two equal objective burdens, due to 
two different taxes, there may likewise be different 
subjective burdens for a particular taxpayer Corre- 
spondmg to a given objective burden, taxes which are 
“ much felt ” impose a heavier, and taxes which are 
" httle felt ” a hghter, subjective burden But, m 
general, this distmction is only of secondary importance 

* And 3xniilarly between the subjective and the objective benefit 
of pubhc expenditure 
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'IJie primary consideratioii is the objective burden, as 
measured by a given loss of resources to a taxpayer in 
a given economic situation To this there corresponds 
what may be called a normal subjective burden 
Deviations on either side from this normal are mainly 
due either to personal pecuhanties of taxpayers, which 
cancel out m the average, or to transitory conditions, 
such as the novelty of a particular tax, which pass with 
time The objective burden will vary only with 
variations in the loss of resources imposed by taxation, 
or m the economic situation of the taxpayer, as 
measured by his mcome, number of dependents, etc 
We may also, if we choose, distmguish between the 
weight and the burden of taxation , the weight 
absolute, in terms of commodities surrendered, the 
burden relative to the taxpayer's power to carry the 
weight. 



Chapter vj.i 


THE INCIDENCE OF TAXATION 

§ I TTie problem of the mcidence of a tax is 
commonly conceived as the problem of who pa3rs it 
More precisely we may say that the incidence is upon 
those who bear the direct money burden of the tax 
Every tax produces a number of economic effects, and 
It has been questioned whether it is either practicable 
or desirable to try to separate the special problem of 
incidence from the more general problem of ^ects 
But clearly the attempt must be made, if any tbiTig is 
to be said on the distribution of the direct money burden 
of taxation, a subject to which many theorists and 
nearly all plain men attach importance 

A distmction must be drawn between the direct and 
the mdirect burden of a tax, and also between the 
money burden and the real burden The total direct 
money burden is equal to the total yield of the tax to 
the pubhc treasury To evexy shilling of revenue raised 
there corresponds a shilling of direct money burden, 
or incidence, falling upon someone/ To part with a 
shilling in pa3nment of a tax means a greater sacrifice of 
economic welfare for a poor man than for a rich man 
But that IS a question, not of the mcidence, but of the 
direct real burden of the tax. Again, when the price 

* in tbe hpiiting case of eschea t, that iozxn of mhezitance 

tax, under which the property of an intestate, who possesses no 
discoverable relatives however remote, reverts at his death to the 
State 

s* 
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of sugar IS raised by taxation, a family may be compelled 
to consume less sugar, and thereby to make a sacrifice 
of economic welfare But that is a question, not of 
the mcidence, but of the indirect real burden, of the 
tax Agam, when the tax on sugar is collected from 
the dealer m respect of his stocks and some tune elapses 
between the collection of the tax and the sale of the 
stocks, the dealer is out of pocket by the amount of the 
mterest, which he could otherwise have obtained during 
that period on the money paid to the tax collector 
But that IS a question, not of the incidence, but of the 
mduect money burden, of the tax * 

§ 2 Thus the mcidence of a tax on sugar collected 
from the seller is wholly on the buyer, if, as a direct 
result of the tax, the price rises by at least the full 
amount of the tax , wholly on the seller, if the pnce 
does not nse at all , partly on the buyer and partly 
on the seller, if the pnce nses by an amount less than 
the full amount of the tax 

We may illustrate at this point the unsatisfactory 
character of the distinction, based on incidence, between 
duect and mduect taxes* Before we can decide 
whether a particular tax is duect or mduect, m thy t 
sense, we must know its mcidence, and this will often 
depend, not only on the nature of the tax, but on other 
cucumstances It is commonly assumed that a tax 
on a commodity is an mduect tax, which is “ passed 
on,” m whole or m part But if, whether collected 
from buyers or sellers, it leaves the pnce imchanged, 
then it must be classed as a duect tax For it is not 
then passed on And, as will be seen later, such 

* Compare, however, Ch VIII, §4 

• Compare Ch V, §a 
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arcumstances are not impossible A^am, the inadence 
of a tax on a monopolist vanes with the character of 
the tax and, therefore, to take two examples which 
will be discussed later m this Chapter, a tax propor- 
tionate to output must be classed as mdirect, while a 
tax independent of output will be direct 

It IS commonly assumed, on the other hand, that an 
inhentance tax is a direct tax, though there has been 
some dispute as to whether its madence is on the 
successor or the predecessor Qearly, however, it is 
on the successor, for the predecessor must be dead before 
the tax can be levied and dead men, like other manimate 
objects, can pay no taxes Hie fact that the pre- 
decessor may have insured against the tax beforehand 
IS irrelevant to the question of madence, though not, 
of course, to the wider question of effects The burden 
of such an msurance pohcy must be classed, not as a 
direct, but as an indirect, money burden, due to 
anticipation of the tax It is, moreover, balanced by 
a money benefit to an msurance company 

Agam, it IS commonly assumed that an mcome tax 
IS a direct tax The extent to which mcome tax payers 
m general can shift the madence of the tax is, no 
doubt, so small, espeaally m the short run, as to be 
practically neghgible But exceptional conditions may 
make even an mcome tax, or parts of it, mdirect, as 
judged by incidence * 

§ 3 So far as taxes on particular commodities or 
services are concerned, two general propositions may 
be laid down The first is that, other thmgs bemg 
equal, the more elastic the demand for the objea of 
taxation, the more wall the madence of the tax be upon 

< This case is further examined m the Note follomog Ch VIII 
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the seller. And the second is that, other things being 
equal, the more elastic the supply of the object of 
taxation, the more will the incidence of the tax be upon 
the buyer For, the more elastic the demand, the 
more wiU the demand fall off, as a result of a given nse 
in the price of the object of taxation, and the less, 
therefore, will it be worth while for sellers to raise the 
pnce And, on the other hand, the more elastic the 
supply, the more will the supply fall off, as a result of 
a given nse m the cost of production (including tax) of 
the object of taxation, and the less, therefore, will it 
be worth while for buyers to resist the raismg of the 
pnce The sellers, m short, try to put the mcidence 
on the buyers by reducmg supply, the buyers try to put 
it on the sellers by reducmg demand The relative 
abihty of the two groups to achieve their aims, with 
the minimum loss to themselves, detenmnes the result 
When either or both of these groups are consohdated 
mto monopohst combmations, the case requires some 
further discussion, but we may first consider some 
examples of the working of the two propositions just 
laid down, when competition prevails both among 
buyers and sellers 

It makes no essential difference whether the tax is 
legally imposed on buyers or sellers, though this may 
affect the length of time which will elapse before the 
process of shiftmg the direct money burden, or part of 
it, from one side to the other is completed Every tax 
tends, for a time, to " stick where it falls " But a tax 
on an ordinary commodity, such as sugar, causes a 
more rapid adjustment of price than a tax on houses, 
for example, where bargains as to rent cannot be 
altered during the currency of a lease. 
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Cases of absolutely inelastic demand are Mdom, 
if ever, found in practice But tbe demand for luxuries 
IS more elastic than the demand for necessaries and, 
therefore, other thmgs bemg equal, a tax on necessaries 
will raise their pnce by a larger amount than an equal 
tax on luxuries Again, the demand for new durable 
objects, such as houses, of which a large stock is already 
m use, IS generally more elastic than the demand for 
commodities which are perishable or qmddy consumed 

Cases of absolutely melastic supply are less remote 
from reahty Thus the supply of land in well populated 
districts may be regarded as absolutely melastic. It 
follows that a tax on land, as distmct from improve- 
ments, will not raise the price of land, and its mmdence 
will be entirely on the owner 

Where, however, the supply of a commodity is at 
all elastic, it is generally very elastic m the long run, 
and considerably more elastic than the demand. When, 
therefore, conditions of production have had time to 
adjust themselves to changes due to taxation, the 
greater part of the mcidence will generally be upon 
buyers, and not upon sellers But, durmg the period 
of adjustment, the elasticity of supply may be small 
and iiien a large part of the mcidence may be upon 
the sdlers Thus, m the case of commodities produced 
by means of an expensive plant and much fixed 
capital, the elasticity of supply may remam small for 
a considerable tune after a tax has been imposed 
upon them 

Our two general propositions may now be com- 
bmed mto one The direct money burden of a tax 
imposed on any object is divided between the buyers 
finH the sellers m the proportion of the elasticity of 
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supply of the object taxed to the elasticity of demand 
for it Thus m the particular case when the elasticity 
of supply IS equal to the elasticity of demand, the 
burden is equally divided, and the price of the object 
taxed rises by half the amount of the tax 

This IS a first approximation, based on the assump- 
tion that a tax on a commodity leaves unchanged the 
conditions of demand for, and supply of, all other 
commodities This assumption is seldom completely 
justified, but often sufficiently nearly justified to be 
legitimate for rough practical purposes Clearly, how- 
ever, part of the mcidence of a tax imposed upon the 
sellers or buyers of a commodity may fall, not upon 
these sellers or buyers, but upon the sellers of some 
other commodity, which is necessary to the production 
of the former, or upon the buyers of some other com- 
modity, to the production of which the taxed com- 
modity IS necessary Thus part of the mcidence of 
a tax on jam may fall upon the sellers of tms or glass 
jars, m so far as the latter are compelled by the tax to 
reduce then: price to the jam makers 

§ 4 The preceding theory has been stated, so as 
to apply to the madence of taxes on the internal trade 
of a commumty, but substantially the same theory 
apphes to the mcidence of taxes on mternational trade, 
m the form of customs duties on imports or exports 
In the case of mtemal trade we have considered the 
exchange of goods for money, the d^tidtyof demand 
of the buyers, who give money for goods, and the 
elasticity of supply of the sellers, who give goods for 
money In the case of mternational trade it is more 
convement to consider the exchange of goods for goods, 
and the elasticities of demand of the two groups of 
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buyers for the goods respectively furnished by the other 
group in exchange for their own Thus in the exchange 
of Canadian wheat for British woollen goods, asgnming 
that no other goods are exchanged between the two 
countries, the elasticity of supply of Canadian wheat 
in Great Britain is the same thing as the elasticity of 
demand for British woollen goods m Canada 

Taxes on imports and exports may, then, be regarded 
as obstacles to exchange and, m accordance with the 
preceding theory, the direct money burden of any 
such obstacle is divided between the two parties to the 
exchange in inverse proportion to the elasticities of 
their respective demands In other words, it is divided 
m direct proportion to the urgencies* of their respective 
needs, which are satisfied by the exchange For, the 
more urgent the need of either party, the less elastic 
his demand Other things bemg equal, the less elastic 
the Bntish demand for Canadian wheat, the greater the 
proportion of the incidence, of a tax either on British 
wooUen goods or Canadian wheat in transit between 
the two countries, which will fall upon the Bntish 
party to the exchange Similarly, the less elastic the 
Canadian demand for British woollen goods, the greater 
the proportion which will fall upon the Canadian party 
to the exchange 

§5 It IS thought by some to be a practically 
umversal rule that the mcidence of customs duties is 
on consumers of foreign goods m the countries where 
such duties are imposed, and hence that attempts to 
" maJce the foreigner pay ” such duties can practically 
never succeed The preceding argument does not 
support this idea m general, but it does support it 

< Ignoring differences in the wealth of the two parties 
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in important particular cases The inhabitants of 
a region, in which is produced a large proportion 
of the world supply of some/^commodity essential to 
foreigners, could make foreigners pay a large part of 
export duties on this commodity, or of import duties 
on what foreigners offered m exchange for it The 
inhabitants of Great Bntam were in such a favourable 
position, when this country was practically the only 
source of supply of wool to Flanders durmg the Middle 
Ages, of machine-made manufactured goods to the 
contment of Europe m the early mneteenth century, 
and of steam coal to the world’s navies m the later 
mneteenth century The inhabitants of oil-producmg 
regions^ are m a somewhat similar position at the 
present time. On the other hand, the inhabitants of 
a region, m which is produced no commodity very 
essential to foreigners, or only a small proportion of 
the world supply of essential commodities, are not m 
a position to throw any appreciable part of any customs 
duties, which they may impose, upon foreigners, while, 
if foreign products are essential to them, foreigners are 
m a position to impose customs duties, a large part 
of the madence of which will fall upon the inhabitants 
of this less fortunate r^on 

In the present conditions of mtemational trade, 
the mcidence of customs duties imposed in countnes 
whose exports are chiefly manufactured goods and 
{Those imports are chiefly food and raw material, can 
hardly be, to any appreaable extent, upon the foreigner 
For the foreign demand for their manufactures is, m 

< Assnxmng, what is often not the case» that the inhabitants, or 
at least some of them, and not foreigners, control the oil production 
and are able to deal with it m accordance with their own economic 
interests 
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most cases, much less keen, that is to say much more 
elastic, than their demand for the foreigners’ food and 
raw material The inhabitants of Great Bntam, m 
particular, are not now in a position To "m^e the 
foreigner pay British customs duties, except m rare 
and unusual cases It has been suggested that the 
British import duty on Greek currants is largely paid 
by the Greeks, but even this exception to the general 
rule IS doubtful 

Moreover, commodities,^ which have a wide world 
market, have 4’~Very elastic supply to any smaTT part 
^Tthat market.”' ‘Thus a tax imposed on the imports 
of such a commodity mto a smgle " national ” market, 
provided that sales m that market are small relatively 
to world sales, will generally raise the price tn that 
market by about the amount of the tax Agam, the 
demand of the inhabitants of a country for a com- 
modity from any parttcular foreign market is much more 
elastic than them demand for that commodity from the 
outside world as a whole Thus the inhabitants of a 
number of important countries actmg m combmation 
would have a better chanc», than the inhabitants of 
any one acting alone, of throwmg the mcidence of 
them customs duties upon foreigners outside the com- 
bmation But such forms of mtematioual co-operation 
are not worthy of encouragement, unless they serve 
some good mtemational purpose * 

§ 6 It remains to consider how far the theory 
of mcidence should be modified m the case of taxes 
on monopohsts Where a tax is imposed upon a 

* An international boycott of sweated goods,*' designed to 
persuade a ** backward country " to conform to International 
Labour Conventions, might, under favourable conditions, serve such 
apurx>ose 
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commodity, whose seller is a monopolist, the effect on 
the price, and hence the mcidence, vanes according to 
the character of the tax Assummg that the monopohst 
will fix his pnce, so as to secure for himself the maximum 
monopoly profits, the mcidence of a tax, whose total 
amount is proportionate to the volume of his output, 
or, more generally, whose total amount increases as his 
output mcreases, will be similar to that of the taxes 
discussed in precedmg sections of this Chapter Except 
m the unlikely event of either the supply being 
absolutely inelastic or the demand absolutely elastic, 
the tax will raise the pnce of the commodity to some 
extent and, other things bemg equal, this nse in pnce 
will be greater, the less elastic the demand and the 
more elastic the supply 

If, however, the tax is one, whose total amount 
IS mdependent of the size of the monopohst's output, 
it will not raise the pnce and its mcidence will be 
wholly on the monopolist Examples of such a tax 
are a fixed contribution, mdependent of output, or a 
sum proportionate to the monopoly profits, assuming 
that these are discoverable by means of government 
costmg or otherwise. 

There is also a third possibihty, that of a tax whose 
total amount diminishes as the monopohst’s output 
mcreases Such a tax, if its imposition were practic- 
able, would m some cases* cause the monopohst to 
increase his output and lower his pnce. An example 
would be a tax, whose total amount was proportionate 
to the pnce of the commodity per umt, or a lump sum 

< In those cases, namely, m which, as his output increases, his 
tax payments dimmish faster than his monopoly profits, apart from 
the tax The object aimed at might be attained by a tax suitably 
graduated accordmg to the monopohst's rate of profits 
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with a rebate proportionate to output In favour- 
able cases the incidence of such a tax would be entirely 
on the monopolist who, m addition, would be com- 
pelled to transfer part of his monopoly profits to the 
buyers of his product in the form of lower prices 
The chief practical obstacle m the way of carrymg out 
this pohcy arises from the difficulty of checking the 
quahty of the monopolist's product For it wiU 
obviously pay h im, if subjected to such a tax, to sell 
an inferior product at a lower price * 

Where the product of the monopolist is an import 
from abroad, it will sometimes be possible to make 
Tnm bear the incidence of an import hcence, such a 
hcence being a fixed payment for any given period, 
with or without a rebate proportionate to his importa- 
tion during this period. 


* Tliere is an analogy between the stunulus to lower piices« 
which such a tax would afford, and the operation of the so-called 
" gasworks' clause," under which gas companies and other " pubhc 
ntihty " concerns are legally forbidden to mcrease their rate of 
dividends, unless they lower their selling prices, and must reduce 
dividends if they raise prices This plan imposes upon certain 
monopohsts, and semi-monopohsts, compulsory profit-sharmg with 
the consumers of their products Hut its practical success largely 
depends on the fact that the quahty of gas, electric current, water 
and other " pubhc utihtv " products is easily checked. 
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THE INCIDENCE OF TAXATION 
{Continued) 

§ X The argument of the last chapter needs to 
be supplemented by various considerations, some of 
winch blunt the sharp edge of the general theory of 
mcidence as applied to practical problems 

§ 2 The argument that the mcidence of a tax 
on the value of land, as distmct from improvements, 
falls entirely on the landowner, assumes that the 
latter is already securing the highest rent that he can 
from his land Where he is not domg so, one of the 
effects of the imposition of a new tax, or the mcrease 
of an existing tax, may be to make him " look sharply 
to his rents and take m the slack " In this case part 
of the mcidence will be upon the occupier The 
practical deduction is that, m order to be sure of taxmg 
landowners, it is better to impose a heavy tax than a 
hght one For a hght tax may be less than the amount 
of " slack ” m existing rents, whereas a sufficiently 
heavy tax will be greater The practical valuation of 
land, as distmct from improvements, is often difficult, 
though many experts consider it to be qmte feasible, 
and taxes m many parts of the world are based upon 
sudi valuations It is not really necessary to separate 
the value of land from that of all improvements, 
but only from that of temporary, as distmct from 
permanent, improvements But the hne of division 
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between temporary and permanent is somewhat 
arbitrary 

§ 3 The mmdence of a tax on buildings presents 
many comphcations Not only the owner and the 
occupier, but also the builder, may bear part of the 
incidence Further, the occupier of a buildmg, if 
engaged m trade, may be able to shift part of the 
madence, which would otherwise fall on him, on to the 
purchasers of his products And where these products 
are not consumable commodities, but machmery, etc., 
to be used m the production of further commodities, 
the purchasers of the machmery may, m turn, be able 
to shift part of any mcidence falling on them on to the 
purchasers of their own products 

The power of shopkeepers to shift their local 
rates on to their customers is greater when the purchases 
of the latter are restncted to shops m their own 
neighbourhood than when they are not For in the 
former case the demand of customers for goods sold 
at shops m their own ne^hbourhood is less elastic 
than m the latter Thus the development of postal 
commumcations, the mcreasing orculation of price 
lists and the mcreasing use of motor transport, both 
for the dehvery of goods at a distance and for carrying 
purchasers further afield, make it less ea^ for shop- 
keepers m any particular district to shift their rates 
on to their customers But the poorer customers are 
at a disadvantage m this matter as compared with the 
richer, m so far as they are less able to make distant 
purchases 

As between owners and occupiers^ it is often 
argued that the incidence of rates is on the owner. 
For, it is said, if an occupier has to pay more rates. 
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he will only offer correspondingly less rent A smulax 
argument could be used to prove that the inodence 
of a tax on any commodity is wholly on the seller 
For example, it nught be said that, if a buyer of 
sugar has to pay a tax ^on it, he will reduce the 
price that he will offer, apart from the tax, by a corre- 
spondmg amoimt The argument assumes that the 
demand for the taxed commodity is perfectly elastic 
But this IS not true, either of sugar or of houses The 
demand for houses is, on the contrary, rather inelastic, 
since houseroom is a necessity, m which people are 
less willmg to economise than in many other objects 
of their expenditure The only other condition, under 
which the mcidence of rates would be wholly on the 
owner, would be if the supply of houses were perfectly 
melastic But this, agam, is obviously not the case, 
though the supply is less elastic than that of less 
durable commodities It is, therefore, reasonable to 
conclude that occupiers bear a considerable part of the 
^adence of rates 

§ 4 As regards the effects of a tax on a commodity 
upon its pnce certam further pomts are worth noticing 

It has already been mentioned that, where a tax is 
collected from the seller m a lump sum m respect of a 
large quantity of the commodity, he will be out of 
pocket by the amount of mterest, which he would 
otherwise have obtamed, on the sum paid to the tax 
collector during the period between the pa3mient of 
the tax and the sale of the goods He will, therefo re, 
^ttempt _tO- ^ift en to die buyers of the comm odity, 
not only the sum paid in taxhHbn, but also the sum 
lost ia^mterest. How fax he be able to do this, 
1 e , how far he wiU be able to raise the price of the 
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commodity, depends, as before, upon the elasticity 
of the demand for, and of the supply of, the com- 
modity But, if the former elasticity is small and 
the latter large, it is possible that the price of the 
commodity will rise by more than the amount of 
the tax 

Another case in which a tax on a commodity may 
raise its price by more than the amount of the tax is 
that of a commodity produced under conditions of 
" inrrraasm^ rfttnma^” that IS to say tmder such con- 
ditions that the cost of production per unit diminishes, 
as the amount produced mcreases In this case not 
only does an mcreased price mean a decreased demand, 
but a decreased supply means mcreased cost of pro- 
duction and hence an mcreased price, apart from the 
mcrease directly due to the tax 

Agam, the sellers of a commodity, on which a new 
tax IS imposed or an existmg tax mcreased, even 
though they do not normally act m combmation, may 
agree to raise prices by more than the amount of the 
tax, for the sake of producmg a poht t^^l and 

creatmg an agitati on among consumers for the repeal 
or reduction of the tax But, unless the agitation 
succeeds qtuckly, the sellers are likely to lose by such 
a pohcy 

Fmally, the effect of imposmg import duties o n 
commodities, other than gold , may lead to mcreasfsd 
imports of gold and reduced imports of the taxed 
commodities In so far as this happens, the increased 
supply of gold will tend to raise the prices of all com- 
mo^ties withm the taxmg country and the prices of 
the taxed commodities may, therefore, be mcreased, 
for this reason also, by more than the amount 6f the 
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duties imposed upon them Similaxly, export duties 
on commodities, other than gold, may lead to mcreased 
exports of gold and thus tend to lower all prices withm 
the taxmg country, hut, unless the country contams 
gold nunes, this process cannot be earned far An 
import duty on gold would likewise tend to lower 
all pnees withm the taxmg country But it would 
also have the effect, under a gold standard, of mcreasmg 
the range of fluctuations m the country's rates of 
foreign exchange The above argument pre-supposes 
a fairly free flow of gold across pohtical frontiers and 
has no application, when gold movements are severely 
restneted by governments 

It IS doubtful whether the four cases discussed m 
this section properly belong to the theory of mcidence, 
as distmgmshed from the more general theory of the 
effects, of taxation For when the pnee of a com- 
modity nses, owing to any of the causes ]ust mentioned, 
more than it would have risen apart from these causes, 
the extra rise m price should, perhaps, be described as 
an mdirect, rather than a direct, money burden on the 
buyer In confomuty with the defimtion of mcidence 
given m Chapter VII, § i, the test would appear to be, 
whether such ah extra rise m the price of the taxed 
commodity leads to an mcreased revenue, fer umt of 
commodtly, to the pubhc authority imposmg the tax ’ 
That IS to say, the test is whether the tax is ad valorem 
or specific In the forma: case the extra rise in price 
IS partly a question of mcidence and partly of other 
effects ; m the latter case it is entirely a question 

* Thisisnot, of course, the same thing as an mcreased tax revraue 
m respect of the commodity For the total tax revenue may be 
d iminis hed by a falling off of demand owing to the extra nse m pnee, 
though the tax revenue per umt of commodity may mcrease 
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of other effects TTie need for introducing such a 
distinction here illustrates the difficulty of effectively 
separating incidence from other effects 

§ 5 The argument of the precedmg chapter regard- 
mg the mcidence of taxes on a monopolist must be 
apphed with discretion to practical probl^ns In 
reahty perfect competition is rare, and perfect monopoly 
is stiU rarer Some element of monopoly enters into 
the determmation of nearly all prices, and fear of com- 
petition, actual or potential, actuates nearly all 
apparent monopohsts Price may be influenced by the 
exercise of monopoly power, as soon as a smgle seller, or 
group of sellers actmg m combmation, controls a con- 
siderable proportion of the commodity to be sold But 
where monopoly power exists, though we may assume 
that it IS seldom neglected, yet it is not always fully 
exercised. Investigations under the British Profiteer- 
mg Act mto the prices of soap, sewmg thread and other 
commodities immediately after the war illustrated this 

It follows that a tax on a monopolist, such that 
its mcidence, accordmg to the argument of the pre- 
cedmg chapter, would be entirely on him, may some- 
times be shifted on to his customers by means of a 
more rigorous exercise than before of monopoly power. 
A monopohst, m fact, like a landowner, may react to 
taxation by " tafcmg m the slack ” Further, a group 
of sellers (or buyers), who have previously competed 
agamst one another, may react to taxation by actmg 
in combmation and thus enablmg themselves to exercise 
monopoly power 

§ 6 Many schemes of social msurance are partly 
or wholly financed by weekly contributions from 
employers and workers The mcidence of these 
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contributions may be traced as follows The employers* 
contributions, bemg proportionate to the number of 
workers employed, are a tax on the number of units of 
labour employed, or, more shortly, a tax on employ- 
ment The workers’ contributions are a tax on wages 
The mcidence of both sets of contributions depends on 
the relative elasticity of the demand for, and supply of, 
labour m various occupations In general, the demand 
for labour is much more elastic than the supply In 
general, therefore, much the greater part of the 
mcidence is on the workers, and much the smaller part 
on the employers The workers, therefore, pay by fax 
the greater part both of the employers' contributions 
and of their own, and the employers pay by far the 
smaller part The proportions will vary accordmg to 
the circumstances of particular mdustnes and localities 
and m exceptional cases, where the demand for labour 
is less elastic than the supply, the relative situation of 
employers and workers will be reversed An example 
of such an exceptional case is, perhaps, that of domestic 
servants * 

§7 Before leavmg the subject of mcidence, we 
may notice a few imstaken ideas, which are sometimes 
put forward 

It is sometimes argued that the mcidence of all 
taxes on commodities is entirely on consumers, because 
the effect of imposing a tax on any particular com- 
modity IS to reduce the profits obtamable from its 
production and sale below the " normal level ” of profits 

* Professor Pigou {Theory of Unemployment, p 41) axgaes that 
the employers' contnbutiQjQs come out of wages» since the margmal 
net product of labour equals wages plus employer's contribution 
Therefore* an mcrease m the contribution means an equivalent 
decrease in wages 
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elsewhere, and that its production will, therefore, be 
restricted, and its price consequently raised, until its 
producers and sellers are again making “normal 
profits ” When this has come about, it is argued, its 
producers and sellers will be m the same position as 
producers and sellers elsewhere and, therefore, they will 
have shifted the whole mcidence on to the consumers 

A preliminary objection to this argument is that the 
conception of “ normal profits ” corresponds VMy 
imperfectly with the facts of reality There is, of course, 
a constant tendency for both workers and capital 
to move from pomts where remuneration is low to 
pomts where it is high There are, however, many 
obstacles to movement, some of which prove msuper- 
able for considerable lengths of time. 

But a more fundamental objection is that the argu- 
ment takes no account of difierences m the elasticity 
of demand for different commodities Suppose an 
equal tax per umt to be imposed upon two commodities, 
for one of which the demand is considerably more 
elastic than for the other. Then, even when the 
producers of both are again making " normal profits," 
the price of the first will have risen, other things being 
equal, considerably less than the price of the second 
Therefore, the consumers of the first wiU be bearing 
a smaller part of the mcidence of the tax than the 
consumers of the second And even the latter will not be 
bearing the whole mcidence, unless, as a direct result of 
the tax, the price has risen by the full amoimt of the tax, 
ie , unless either theu demand is absolutely melastic, 
or the supply of the commodity is absolutely elastic. 

A corresponding, and equally vahd, objection may 
be raised from the side of supply. If an equal tax per 
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unit is imposed on two commodities, one of which has 
a more elastic supply than the other, the price of the 
former wiU tend to nse more than the price of the 
latter and, m general, neither price will tend to nse by 
the full amoimt of the tax 

§ 8 Agam, it is sometimes said that '* an old tax is 
no tax,” by which it is intended to imply that a tax, 
which has been m existence a long time, imposes no 
present burden on anyone * Thus Mill said of the " old 
land tax ” that " there is not the smallest pretence for 
lookmg on this tax as a payment exacted from the 
existmg race of landlords ” But this is qmte faUacioug 
The mcidence of any tax, however old, is its direct 
money burden, and falls on those who would denve 
a direct money benefit, if it were now repealed If the 
" old land tax ” were now repealed, those members of 
" the existing race of landlords ” who now pay it, 
would secure a direct money benefit in the form of an 
mcrease in mcome and m the sellmg value of their 
land Its incidence, therefore, is upon them 

Another form of the same fallacy is the so-called 
" doctrme of capitalisation " of taxes It is argued 
that taxes on land and other more or less permanent 
sources of mcome, such as government securities, 
depress the sellmg value of the object taxed when they 
are first imposed, but that no burden is transmitted 
to subsequent purchasers of this object, smce they buy 
fcnowmg that the tax is payable, and reduce accord- 
ingly the price which they are willing to pay But 
they are wilhng to pay less, precisely because they 

* It IS true, but oompaxativ^y unimportant, that for a while 
people feel the incidence of a new tax more keenly than that of an 
equally heavy old tax, to which they have become accustom^ 
Compare Ch VI, §7 
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realise that they will have to pay the tax And clearly, 
if the tax were to be repealed, the holders for the tune 
being of the taxed object would gam through an 
mcrease of its selhng value, or of their mcome, or both 
And, therefore, the madence of the tax is on them 
Some writers have enveloped the theory of madence 
m a fog of vague words, among which the terms 
*' diffusion ” and ” absorption " are prominent The 
conclusion of their argument is akin to that of those 
philosophers who mamtam that nothing definite can 
be known except that nothing can be definitely known, 
but that all is probably for the best All taxes are 
" diffused ” and “ absorbed/’ until no one’s burden 
can be determined, but probably no one’s burden is 
heavier than that of anyone dse This is thought to 
be true of all systems of taxation, any of which, 
therefore, is as good or as bad as any other This hne 
of argument is very futile, and merely runs away 
from all the difficulties It is true that many of the 
effects of taxes are widely diffused, but it is possible, 
if the problem is posed with preasion, to arrive at 
certam qmte defimte conclusions regardmg both their 
madence and their wider effects 

Finally, it is sometimes argued that the madence 
of a tax on a commodity can be detennmed by a com- 
parison of the price of the commodity at two different 
dates, before and after the imposition of the tax, m the 
same coimtry, or at the same date in two different 
countries, m one of which there is a tax and m the other 
no tax, or a tax at a different rate. This type of argu- 
ment IS freely used both by Protectionists and Free 
Traders. Thu^ soihe economic historians have tried 
to prove that the repeal of the Com Laws in this 
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country had no effect upon the price of bread, except 
perhaps shghtly to raise rt. The attempted proof 
consists of the statement, which is true, that the pnce 
of bread rose shghtly m the years immediately following 
the repeal But aU pnces were nsmg at this time, 
chiefly owing to mcreasmg gold production m California 
and Austiaha, and the price of bread rose less than 
other prices in this country and lesS than the price of 
bread m other countries dunng the same period 

But, m order to determme the mcidence of a tax 
from price statistics, what should be compared with the 
price of the commodity at one time or place with the 
tax on, IS not the price at a itffetent time or place with 
the tax off, but the price at the same time or place with 
the tax off And obviously there will be no statistical 
record of the latter pnce For it is not any pnce 
which ever actually existed, but a pnce which would 
have existed, if certam conditions had been different 
Nearly all statistical arguments on mcidence are worth- 
less, because a tax is only one of many factors which 
determme the pnce of a taxed commodity, and the 
effect on its pnce of changes m the tax may be, and 
often are, small compared with the effect of changes m 
the other factors “ You can prove anythmg by 
figures " to your own satisfaction, provided that neither 
you, nor those to whom you speak, know how to use 
them 


Note to Chapters VII and VUI 

§ I Some parts of the theory of incidence may be 
convemently expressed by geometncal or algebraical 
methods What follows is not intended to be an 
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exhaustive discussion, but only to illustrate the use of 
mathematical methods in this field 



Let DjD, be the demand curve, SjS^ the supply 
curve for a particular commodity (or service), PM the 
price per umt, and PN the amoimt sold per umt of 
time 

Now impose a tax on the commodity and collect it 
from the sellers Let S/S,' be the new supply curve, 
P'M' the new pnce, P'N' the new amount sold, and 
P'R the tax per unit 

Thus the price rises by P'Q and the sales fall by PQ. 

The madence of the tax, P'R, is divided between 
buyers and sellers The buyers bear P'Q, the sellers 

QR 

MM' /P'Q 

Now the elasticity of demand, 
and the elasticity of supply, 

. 

*• QR~^d 

That is to say, the incidence is divided between 


buyers and sellers in the ratio of the elasticity of supply 
to the elasticity of demand 
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If the same tax were collected from buyers, mstead 
of sellers, the only difference would be that, mstead of 
a nse m the supply curve, there would be a fall m the 
demand curve 


If i IS the tax per umt, it is obvious that, smce 
<=FR=FQ+QR, 


FQ= 


te. 




and QR= 


te^ 


'?d+«. 


The following hmitmg cases obviously suggest 
themselves • (a) with perfectly elastic demand, 
becomes a horizontal straight Ime, and P' comcides 
with Q, so that P'Q vamshes and the price is tmchanged 
by the tax, though sales dimmish , (b) with perfectly 
melastic demand, becomes a vertical straight 

Ime, P comcides with both Q and R, and P'Q=^, so 
that the price rises by the full amount of the tax, and 
sales are unchanged ; (c) with perfectly elastic supply, 
SjS, and Sj'S,' become horizontal straight hnes, Q 
comcides with R and FQ=f, so that the pnce rises 
by the full amount of the tax and sales dimmish, 
{d) with perfectly melastic supply, 5,5, becomes a 
vertical straight hue and 5,'5/ coincides with it, while 
P, P', Q and R all coincide with one another, so that 
P'Q vanishes, the price is unchanged by the tax and 
sales are likewise unchanged 


§ 2 It IS not necessary to assume, so far as the 
precedmg geometncal proof is concerned, that the tax 
is small relatively to the price or to the amount sold 
The proof holds good equally for small taxes and for 
large In the former case the elasticities of demand and 
supply are " pomt elastiaties,” m the latter they are 
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" arc elasticities ” But no ambiguity results from tbig 
in the present context * 

Nor is It necessary to assume that the rate of tax 
per unit is independent of the pnce, or of the sales, 
though this assumption represents the simplest case, 
that of a " specific tax ” The geometncal proof 
remams unaffected, if we assume that the tax per umt 
IS proportionate to the price per umt (the case of an 
ad valorem tax ”), or if we assume, more generally, 
that the tax per unit is any function of the price, or 
of the sales For P'R wiU still represent the tax per 
umt, when equihbnum is reached with pnce P'M' and 
sales P'N' But the position and shape of the new 
supply curve will, of course, vary in relation to the old 
according to the nature of the tax 

§ 3 An independent algebraical proof is as follows 
Before the tax is imposed, let y be the pnce and x 
the sales, and let y=D(x) represent the demand curve 
and y=S(A:) the supply curve. Then equihbnum is 
given hy y—D(x)=S(x) 

If a (specific) tax of t per umt is imposed on the 
sellers, we have a new supply curve y~t+S(x), but 
the old demand curve y=D(x) 

Therefore the new equihbnum is given by 
y-l-Sy=D(x —Sx) ==i-l-S(x ~Sx), 

Where Sy, the increase in pnce, and Sx, the decrease m 
sales, are both measured positively 

Assuming that Sx is small, so that its squares and 
higher powers may be neglected, we have 


* For a discussion of the distinction between these two con- 
ceptions of elasticity, and of the ambiguities which are apt to ansa 
from failure to make this distmcSoz^ clear, see my InequeUtty of 
Incomes, pp 186-90 and pp 192-97 
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y-\^8y^D{x) -Sx D'(x)^t+S{x) ^Sx S'{x) 
Sy:>=^ —Sx D'ipe) =t -Sx S'(x) 


■■■ s'w-g- w' ^ ” 

Now«4»= x^(x) 


tD'{x) 

■ S'ix)-D'{x) 
y 

X S'ix) 


i and S'(*)-f i 


Sy=x 


I 


This algebraical treatment can be generalised, 
though the geometrical treatment cannot, to cover the 
case of specific taxes at different rates on a number of 
different sources of supply If taxes 
are unposed on n sources of supply, with supphes 
elasticities of supply 

and if is the elasticity of demand, it is easily shown 
that the mcrease m pnce 

^ «d («i + «a+ +«J + {«i«x + «a*aH- • 

A snnilar formula would represent the effect on 
pnce of the differential taxation of a number of sources 
of demand 

But the algebraical treatment cannot be so easily 
generalised, as the geometncal, to cover the case of 
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large taxes and arc elasticities, as disting nisT iAd from 
small taxes and point elastiaties 

§ 4 The possibility that the pnce may nse by more 
than the amount of the tax, owing to loss of mterest by 
the seller, may be thus exhibited. 

If a tax t per umt be imposed on the seller, and if, 
m addition, he suffers a loss of mterest » per unit during 
the interval between the collection of the tax and the 
sale of the commodity, he will try to pass on <, m 
addition to t 

Let 

Then the price will nse by !— 

This quantity will be greater than t, if 


that is to say, if 



This result is, therefore, the more likely, (a) the less 
elastic the demand, ( 6 ) the more dastic the supply, and 
(c) the larger the loss of interest relatively to the tax, 
or, m other words, the higher the rate of mterest and 
the longer the mterval 

It should, however, be remembered that t is, for the 
most part, an mdirect money burden and, therefore, 
outside the realm of mcidence. Compare Qiapter 
VIII, § 4 
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§ 5 In the case of increasing returns, we have the 
supply curve sloping downwards and e„ the elasticity 
of supply, negative * 

The geometrical construction of § i must, therefore, 
be modified accordmgly It is then evident that the 
mcrease m price, P'Q, is greater than the tax, P'R 



MM' /P'Q MM' /QR 

^‘*~OM / PM OM / PM 

. h 

•*QR“ 

Thus the nse in price will be greater, other things 
bemg equal, (a) the greater the elasticity of demand, 
and (J) the smaller the negative elasticity of supply, 
or, m other words, the more rapid the rate of increase 
of returns 

§6 The mcidence of vanous t 3 q>es of tax on a 
monopolised commodity may be treated either geo- 
metrically or algebraically 

* Much has been written recently concerning the conditions^ 
if any, under which this simple conception is legitimate But I 
cannot here explore these byways, interestmg though they are 
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As before let be the demand curve, and S,S, 
the supply curve for the commodity, with dimmishing 
returns Then PM may be called the competitive 
price and PN the competitive sales But, smce the 
commodity is monopolised, the price wiU be 'P'W, 
the sales P'N', and the restriction of sales (or output) by 
reason of monopoly MM' The position of P' will be 
detenmned by the condition that monopoly profits, 
represented by the rectangle P'KLN', shall be a 
maximum 

The extent to which it will pay the monopolist to 
raise price and restrict sales depends on the shapes of 
the relevant portions pf and 5,5,, that is to say 
on the elasticities of demand and supply The profits 
of restriction will evidently be greater, the s m aller the 
elasticity both of demand and of supply Apart from 
the possibihty of endangering his monopoly, there is no 
lumt to profitable restriction of output, so long as the 
elasticity of demand at eadi pomt of the demand 
curve, going upwards, is less than umty For then, 
with each additional restriction, he wiU produce a 
smallftr output at less cost and sell it for more money 
But, m reahty, tiie demand for any commodity, even 
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if it shows a low degree of elasticity over a considerable 
range of pnce vanation, becomes much more elastic 
at comparatively high prices A pomt must sooner or 
later be reached, when the will of consumers to keep 
their demand for a particular commodity melastic is 
broken by their mabihty to do so, without making still 
greater sacrifices m other directions 

§7 The mcidence of vanous types of tax on a 
monopolised commodity depends on their effect upon 
the position of P' If they have no tendency to alter 
this position, their mcidence is wholly on the monopolist 
seller Geometrical constructions may be elaborated 
to illustrate alternative types of tax and consequential 
new positions of the supply curve It is, however, 
clear, without such elaboration, that a tax which is 
independent of the amount of sales — either a lump sum 
tax, or a tax proportionate to monopoly profits — ^has no 
tendency to alter the position of P' 

It IS dear, on the other hand, that a tax which is a 
function of the sales, or of the price, has, m general, 
such a tendency Geometry can add httle here to the 
verbal argument of Chapter VTI, § 6 

Algebraically, if y^D{x) is the demand curve and 
y—S{x) the supply curve, monopoly profits on sales x 
are 

* {DW-SW} 

Ihis is a maximum when 

D{x) —S{x)-\-x{D'{x) —S'(x) } =o. 

This equation determines the most profitable level 
of sales, X, and also the most profitable pnce, y, since 
y=D(x) 

If a tax of/(x) per umt is imposed on the monopolist, 
so that the total tax payable on sales x is xf{x), the 
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most profitable level of sales will be given by the 
equation 

D{x) -S{x) -f{x)->jrx{D'{x) —S'{x) ~f’{x) } =o 
There is scope here also for mathematical mampula- 
tion/ to exanune how various forms of the function 
f{x) will affect the optimum value of x for the 
monopolist But the verbal argument of Chapter VII, 
§ 6 IS simpler and more direct 

§ 8 I now put mathematics aside and pass from 
the incidence of taxes on particular commoities and 
services to that of a tax on mcome in general This 
characteristic of generahty m any tax has a primary 
importance in the theory of its mcidence For the 
mcidence of such a tax cannot be shifted by the diversion 
of resources from taxed to tmtaxed fields Precisely 
because the tax is general, no untaxed fields exist * A 
tax on mcome in general is the same thmg as a tax on 
the pnces of all commodities and services, which m 
turn IS eqmvalent to a tax on all those commodities 
and services themselves 

Most serious economists, though not all business men, 
agree that the usual mcidence of mcome tax is on the 
mcome receiver, who is thus qmte accuratd.y descnbed 
as the " income tax payer " This doctrine, according 
to an often quoted pronouncement, “ is true over 
practically the whole field and for practically the whole 
of the tune, any exceptions bemg local or temporary 
and msuf&cient to mvahdate it The behef, held by 

* And for the use of mt^^ral, as well as iimtaxy, curves and 
functions 

* I leave out of account here the argument that an mcome tax 
differentiates against savings, as to which see Ch X, §io 

3 Repori of Colwyn on NaHondl Debt and Taxatton, 

P II9 


O 
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many business men, that mcome tax imposed on them 
can be passed on, by way of higher prices, to the 
purchasers of their goods, is, apart from occasional 
exceptional cases, simply wrong But, though econo- 
mists agree that, m general, and certainly in the short 
run, mcome tax caimot be shifted, there has been some 
dispute as to what arguments establish this conclusion 
The followmg considerations, however, appear deasive 

First, in reply to the business men who assert the 
contrary, income tax is not, like a tax on raw material 
or on fimshed articles, or hke local rates, a true “ over- 
head charge ” which " enters mto cost of production ” 
It is, as apphed to busmess incomes, a tax on net profits, 
that IS to say on the reahsed surplus of a period’s 
tradmg If there is no surplus, there is no mcome tax, 
whatever other taxes may still be payable Income 
tax is not a cost of production, but a cost of success in 
busmess It no more " enters mto costs " or " imposes 
a burden on mdustry” than does a business man’s 
expenditure on consumption As regards other kinds 
of mcome, and especially fixed mcomes from property, 
not even busmess men commonly allege that the 
recipients of those can, as a rule, pass on their mcome 
tax 

Second, some busmess men may think that they 
actually add aU their taxes, mcludmg income tax, to the 
selhug pnce of their goods But this is a delusion 
They may, mdeed, go through the form of doing such 
an arithmetical sum * But, m fact, they have to quote 
prices at which it is possible to sell They may begin 

* Though, when they pnce thexr goods, they do not know what 
their subsequent habihty in income tax (mclu^ng, in England^ 
surtax) will turn out to be 
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by asking what they hke , they must end by talnng 
what they can get 

The pnce which they can get is not affected by the 
amount of income tax, if any, which they pay Under 
perfect competition, a seller has no power at all to alter 
the market pnce; under perfect monopoly, he has 
unlimited power , under imperfect or partial monopoly, 
he has some power But m all three cases the pnce 
which, allowing for the opportumties open to him, will 
brmg h im m the largest profits, is independent of 
whether he pays mcome tax or not, or of how much 
he pa3rs 

Third, and this is the underlymg reason for the 
two previous arguments, and could, therefore, stand 
alone as a sufficient logical support of the doctrme that 
mcome tax cannot be shifted, the elasticity of supply 
of resources subjected to a general mcome tax tends, 
m the short run at any rate, to be so small as to be 
neghgible For no diversion of resources from one 
emplojnnent to another will, as a result of the tax, be 
worth while, which would not have been worth while 
before And it is the possibihty of such diversions, 
which makes the supply of particular kinds of resources 
elastic m other cases Moreover, this inelasticity of 
supply, which is a certamty over a short period, is 
hkely to persist over long periods, especially if the 
demand for mcome by those who supply resources is 
also, m terms of effort and sacrifice, highly inelastic. 
And there are grounds for behevmg that this state of 
things often prevails * 

Only on the assumption that the supply of resources, 
or of some kinds of resources, is relatively elastic m the 

* Compare Ch X, §4. 
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long run, can any plausible case be made for the vie'w 
that, m the long run, the incidence of mcome tax can 
sometimes m part be shifted But to assert that the 
mcidence of income tax cannot, m the short run, be 
shifted by the mcome receivers is not, of course, 
to deny that the effects of mcome tax may mdude 
some check to work, savmgs and mvestment This 
possibihty will be exammed m Chapter X. 

§ 9 The argument that a general mcome tax 
cannot be shifted, owing to the inelastic supply of the 
resources on which it falls, is not mvahdated by any 
details of graduation, differentiation between earned 
and unearned mcomes, or abatements and allowances, 
which the tax may contam For no such details 
dimmish appreciably its attribute of generahty Sub- 
stantially it remams neutral as between alternative 
emplo3mients of resources 

It might, at first sight, be argued that differentiation 
between earned and unearned mcomes is a breach of 
this neutrality But it is not a relevant breach, so 
far as mcidence is concerned For the diversion of 
mcome from unearned to earned sources, in order to 
escape the higher rates of tax, is not a practicable 
operation 

This Ime of argument, mdeed, leads further Where 
income receivers fall into “ non-competmg groups,” so 
that no appreciable diversion can occur between such 
groups, a special tax on the mcome of such a group has 
the same mcidence as a general mcome tax, and cannot, 
as a rule, be shifted A tax on wages, for example, 
such as the workers' contnbutions to social insurance, 
tends, for the most part, to be paid by wage-earners, 
because the supply of labour m general is highly 
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inelastic, and no wage-earner can escape the tax by 
changing his trade But a tax on wages m a particular 
trade can, in some measure, be shifted, since the supply 
of labour to particular trades is comparatively elastic, 
and since the demand for labour m some particular 
trades is comparatively melastic It may be added 
that the argument of some of the classical economists, 
that a tax on wages could be shifted, assumed that 
wages were at, or near, subsistence level and that, m 
consequence, the supply of labour was highly elastic 
But, whether this assumption was right or wrong a 
hundred years ago, it is not tenable to-day, except, 
perhaps, m very backivard and poverty-stricken com- 
mumties* 



Chapter IX 


THE DISTRIBUTION OF THE BURDEN OF 

TAXATION FROM THE POINT OF VIEW 
OF EQUITY 

§ I Much has been wntten on “ the distnbution 
of the burden of taxation,” but the range of questions 
usually covered by this title is narrow Assuming 
that the incidence of aU taxes is known, and that the 
necessary statistics of income, consumption, etc , are 
available, it is possible to determme how the (hrect 
money burden of any tax system is, in fact, distributed 
among different mdividuals and classes It is also 
possible to discuss, m general terms, how this direct 
money burden ought to be distributed In such 
discussions it is usual to take account of the direct real 
burdens, which correspond to tax pa 3 mients But the 
mdirect money burdens, and still more the indirect 
real burdens, of taxation are not, at this stage, brought 
under review 

§ 3 Assummg that a given revenue is to be raised 
by taxation, the total direct real burden will be greate r 
under some tax ^st^s than otn^s * It is an obvious 
idsa that the tax system” should ^ so arranged, as to 
make the total d irect real burden as small as possible 
This has been called ” the prmciple of mmimum 
sacrifice ” It has been suggested that this prmciple 

* Also^ of course, in so far as foreigners can be made to bear any of 
the direct money burden of any of the taxes, the total direct real 
burden on members of the taxmg community is reduced 
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would be realised by taxing only the largest mcomes r 
cutting down all above a certain level to that level, 
w bile exempting all below that lev el Thus all incomes- 
above, say, £ 1,500 a year would be reduced by taxation 
to that figure, and no one, whose income was less than 
this, would be taxed at all We are led to this rough 
and ready plan by the conception of the dimiTiiRbing 
margmal utihty of mcome * The chief objection td“t 
IS that, especially if it were mtroduced suddenly, it 
would probably check nearly all economic activity, 
beyond '^at was required to secure the maxunum 
income not subject to taxation * This is an objection 
based on grotmds of economy, that is to say on the 
consideration of economic effects But some people 
would also object to it on groimds of equity or 
*' fairness,” and it will be foxmd that, m most dis- 
cussions of " the proper distribution of the burden of 
taxation,” arguments based on eqmty are more 
promment than those based on economy 

Different people, however, have very different ideas 
of what IS eqmtable, and many of these ideas prove 
to be vague and unhelpful, when it is attempted to- 
apply' Tthem to pfactic^ problems " It is eqmtable 
that people m the same economic position should be 
treated m the same way for purposes of taxation ” 
Perhaps ; but what differences m treatment are 
eqmtable for people m different economic positions ? 
And, moreover, what is meant by the same econonaic 

* Anotlxer name for "the principle of minimnm sacnhce" le- 
the principle of eqm-marginal sacrifice " But this is clumsier 

* As when the Soviet Government in 1918-5SO requisitioned from 
the peasants all their foodstufis m excess of the immediate reqnir€>* 
men,ts of themselves and theirfamihes ^ See Dobb, Russtan Rconomi^ 
Development, -p 119, and also Ch V 
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position ? *’ Clearly a bachelor with an income of 
£i,ooo a year is not in the same economic position as a 
married man with three children and the same income 
But by how much must the mcome of the latter be 
increased, m order to put him m the same position as 
the foimer 

§3 It IS, m any case, an error to object, as is 
sometimes done, to particular taxes, as distinct from 
the tax S37Stem as a whole, as inequitable For the 
ineqmty of one tax, as between different taxpayers, 
may be cancelled by that of another There may be 
inequity in the parts, but eqmty on the whole But 
it IS not necessarily an error to approve particular 
taxes, as distmct from the rest of the tax system, as 
being in themselves eqmtable Thus a plausible case 
may be made out, on grotmds of eqmty, for taxes on 
“ wmdfall wealth ” This form of wealth, of which 
war profits and ^ unearned increment ” in the value 
oT lemdTme examples, has two chaxactenstics The 
first IS " undeservedness, ” in the sense that such wealth 
accrues to its possessor without his rendermg any, or 
at any rate any eqmvalent, service m return, and the 
second is imexpectedness The fibrst characteristic is 
thought by many to justify the taxation of windfall 
wealth from the pomt of view of eqmty, while the 
second, as will be argued later, justifies its taxation 
on economic grounds * But it is not obviously eqmtable 
to tax some forms of windfall wealth, unless all forms 

* See Ch X, §5 But, except m a few glaring cases, the attempt 
to apply the test of deservedness or undeservedness to economic 
payments leads to great perplexities and illustrates afresh Iho 
di&culties and vagueness of the conception of eauity ** If we all 

got our deserts, who should escape whipping as Shakespeare 
asks 
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are taxed, nor is it obvious at what rates it is equitable 
to tax such wealth 

§ 4 Returning to the tax system as a whole, three 
alternative principles for the equitable distribution of 
its direct money burden have been suggested first, 
the c ost to the pubhc authority of the services rendered 
to individual t^payers , second, the benefit to 
mdividual taxpayers of such services; and third, 
individual " abihty to pay ” taxation. 

" The cost of service prmciple ” can be apphed to 
the supply of postal services , electric lig ht, etc , by 
pubhc authorities, and the prices of such services can 
be fixed i n accordance with this pnnciple But it 
cannot be apphed to services rendered out of the 
proceeds of taxes, as distingmshed from prices For a 
tax, by definition, is a payment, m return for which 
no direct and ^ecific quid, pro quo is rendered to the 
payer The services, if any, rendered to mdividual 
members of the commnmty by expenditure on the 
King’s Civil List, o n ai m ament s. p ohce or pub hc parks 
n a^n or, in ra.rt,~ be determmed and, therefore, thecost 
of rendermg these services to different mdividuals 
cannot be determined. Thus the “ cost of service 
prmciple," however eqmtable it may seem m 
the abstract, is not capable of wide practical 
apphcation 

The " benefit of service prmciple " fails m the same 
way Smce the services rendered to mdividuals by 
manyformsof pubhc expenditure cannot be determmed, 
the benefits to mdividuals from such services cannot be 
determined The pnnaple can, mdeed, be apphed in 
certam cases For example, the bene fit derived by a n 
old age pensioner from his pension is detunte enoiigl^ 
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and the benefit of service principle would require lurn 
to return it to the public treasury in the form of a 
special tax * If this is eqmtable, it would be a simpler 
way of givmg efiect to eqmty to repeal the Old Age 
Pensions Acts Those, who think that this would not 
be equitable, cannot thuik that the benefit of service 
principle without qualifications is eqmtable And, if 
qualifications are to be mtroduced, it is not clear, 
so far as eqmty is concerned, on what principle 
they are to be based, nor how far reachmg they are 
to be * 

It has, indeed, been argued’ that, so far as pi ibhc 
g.ypftTidttnrft fnr - oommon benefit, as distmct from 
nadividual ^ienefit, is concerned, all citizens benefit in 
proportion to their incomes, and hence that such 
expenditure should be paid for by taxation proportional 
to mdividual mcomes But the first step in this 
argument is false In general, the benefit to mdividuaJs 
IS simply unascertamable 

§ 5 The prmciple that taxation should be dis- 
tributed between individuals m accordance with their 
“ abihty to pay " is, on the face of it, somewhat more 
practicable But how is “ abihty to pay ” to be 
measured ? It is usual, m discussions of this question, 
to consider the “ sacrifice ” to the taxpayer of paymg 
his taxes, and then to deduce some sdieme of 
distribution of the burden of taxation from some 

* Under the cost of service pnnciple, he would be required to 
repay, not only the amount of his pension, but also *a small charge 
to cover the cost of administration of the scheme 

* See Ch XIV, §§5-7, for a discussion of how far, on grounds 
of economy, the cost of service or benefit of service prmciples 
should govern the prices of services supphed by pubhc authorities 

3 By Professor De Viti Do Marco m his Primt Pr%nc%pt% deW 
Econcntta JFtHanztarta 
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pnnciple concerning sacrifice The three most 
common of such prmciples are those of " equal 
sacrifice,” “ proportional sacrifice ” and “ immTnnm 
sacrifice ” To these we may add a fourth, which is 
sometimes expressed by the injunction, “ leave them 
as you find them,” or, more precisely, " do not alter 
the distribution of income by taxation ” Prtma facte, 
it IS not clear, on grounds of equity, which of these 
four IS to be preferred 

According to the pnnciple of equal sacrifice, the 
direct money burden of taxation should be so dis- 
tnbuted that the direct real burden on aU taxpayers is 
equal, accordmg to the pnnciple of proportional 
sacrifice, so that the direct real burden on every 
taxpayer is proportionate to the economic welfare, 
which he denves from his income, accordmg to the 
pnnciple of imnimum sacrifice, already referred to, so 
that the total direct real burden on the taxpayers as a 
whole IS as small as possible , according to the pnnciple 
of " leave them as you find them,” so that the inequahty 
of incomes should be neither mcreased nor diminished 
by taxation 

In order to apply any of these four pnnciples, it is 
necessary to assume some ^relation between money 
incom e and the econo mic wel fare derived fi-om it 
Accordmg to the relation assumedTthere will result a 
tax system which may be either proportional, progres- 
sive or regressive Under proportional taxation all 
taxpayers contnbute the same proportion of their 
incomes; under progressive taxation, the larger a 
taxpayer's mcome, the larger the proportion which he 
contnbutes , under regressive taxation, the larger 
a taxpayer’s mcome, the smaller the proportion which 
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he contributes * These terms may be apphed, not only 
to tax systems as a whole, but also to particular taxes 
Thus a tax system which is proportional as a whole may 
contam some taxes which are progressive and others 
which are regressive, and a tax S5^tem which is 
progressive as a whole may contain some taxes which are 
regressive, and conversely Agam, aparticulartaxsystem 
may be proportional over a certain range of mcomes, 
^progressive over another range and regressive over yet 
another range, while there are, of course, an infinite 
number of possible degrees of progression and regression 

Assummg that the relation between mcome and 
economic welfare is the same for all taxpayers* and that 
the maigmal utihty of mcome dimimshes fairly rapidly 
as mcome increases, the principle of equal sacnfi.ce 
leads to progressive taxation, the prmciple of pro- 
portional sacrifice to still steeper progressive taxation, 
and the prmciple of imnimum sacrifice, as already 
pomted out, to a relatively high level of exemption 
and very steeply progressive taxation of those not 
exempt The prmaple of minimum sacrifice, mdeed, 
gives this result, so long as it is assumed that margmal 

> Another and rather superfluous term sometimes used m these 
discussions is degressive ta3cation» which means that all mcomes 
below a certam level are exempt from taxation, and that all mcomes 
above this level are taxed proportionately on the surplus For the 
latter class of mcomes, ther^ore, degression is a particiilar case of 
progression, but in a very mild form 

* Some economists, <5uefly in England, of the London mdividua- 
list sdiool, have emphasised that this is only an assumption — ^none 
who have used it have claimed that it was more — and have pro- 
nounced it both unscxentidc ' * and untenable But it is an assump- 
tion whidbL, m civilised countries at any rate, equity demands and 
pohticians and administrators, at least, must mahe Nor is it so 
remote from reality as some of its critics suggest Most of us, at 
given levels of mcome, are more hhe each other m onr normal needs 
and moods, and m our reactions to variations m ouroncome, than 
some theorists recognise 
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utility diminishes at all with mcreasmg income Both 
equal sacrifice and proportional sacrifice, ngidly apphed, 
mvolve makmg all members of the community however 
poor (provided that they have some, economic welfare 
to sacrifice) contribute something But mmunnm 
sacrifice does not mvolve this Further, the more 
rapidly the margmal utihly of mcome is assumed to 
dimmish with increasmg mcome, the more steeply 
progressive must the tax system become, m order to 
give effect to either equal or proportional sacrifice 

Proportional,taxation can only be justified, accord- 
ing to the principle of equal sacrifice, on the assumption 
that the margmal utility of mcome dimmishes very 
slowly, and can only be justified, accordmg to the 
prmciple of proportional sacrifice, on the assumption 
that the margmal utihty of mcome does not dimims b 
at all,* but remams constant, as mcome mcreases 
On this last assumption, the prmciple of munTnum 
sacrifice would lead to no one distribution of taxation 
more than any other, smce the total sacrifice would m 
all cases be proportionate to the total revenue raised 
by taxation 

R^;ressive taxation can only be justified, accordmg 
to the prmciple of equal sacrifice, on the assumption 
that the margmal utihty of mcome diminishes even 
more slowly than was required m order to justify 
proportional taxation accordmg to the same prmciple, 
or on the assumption that margmal utihty does not 
dirmnish at all, but remams constant or actually 
mcreases Agam, regressive taxation can only be 
justified, according to the prmciple of proportional 
sacrifice, on the assumption that margmal utihty 
actually and, on this absurd assumpSoh,' fHe 
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principle of minimum sacrifice would lead to exemp ting 
from taxation aU mcomes above a certain level, and 
taxmg aU incomes below this level a hundred per cent 

The fourth pnnaple referred to above, that the 
ine qnflTitv nf innom eg phnnid he nei ther increased noi^ 
dimm i shed by taxation , can only be apphed when it 
has been decided how the mequahty of mcomes should 
be measured It is commonly supposed by its 
adherents to lead to proportional taxation But there 
are strong grounds for holding that, on reasonable 
assumptions as to the relation of income to econouoic 
welfare, this pnnaple also leads to p rogressive taxation * 

It, therefore, appears that, on reasonable assum^ 
tions, each of our four alternative mterpretations of 
" abihty to pay ” leads to some degree of progression 
in the tax system This practical conclusion is now 
generally accepted by modem opimon, which responds 
readily to the suggestion that considerably the heaviest 
burdens should be placed upon the broadest backs A 
few high authonties of the older generation still clmg 
with a cunous fondness to the idea of proportional 
taxation, and it is true that they have the support, for 
what it IS worth m this connection, of Adam Smith. - 
who held that " the subjects of every State ought to 
contribute towards the support of the government, as 
nearly as possible, accordmg to their respective abihties, 
that IS to say, m proportion to the revenue, which they 
respectively enjoy under the protection of the State " 
But Adam Smith, though a great economist m his day, 
wrote nearly a hundred and fifty years ago,* and before 

* See my article on The Measurement of the Inequahty of Incomes^ 
{Economic Journal, September, 1920), reprinted as an Appendix 
to my Inequality of Incomes ^ and also tbe Note to this Chapter 
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the discovery of the law of diminishing margmal 
utihty * 

§ 6 It IS important to notice that the four prmciples 
considered above, in common with all prmaples of 
eqmty m taxation, including the austere principle 
that “ everyone ought to pay somethmg," are only 
matters of opimon Failing a clearer and more 
generally accepted definition of eqtuty than has 
hitherto been forthcoming, it cannot be proved that 
they are, in fact, eqmtable, but only that certam people 
at certam times think them so And it is a fact of 
common observation that opimon on such questions 
IS very hable to change It has been truly said that 
current ideas of eqmty generally amount to httle more 
than “ economy tempered by conservatism " Eqmty 
often seems to say “ No,” but hardly ever ” Yes,” 
an elusive imstress, whom perhaps it is only worth 
the while of philosophers to pursue ardently and of 
pohtimans to watch wanly 

Yet, even on groimds of eqmty, it may be argued 
very cogently that " there is at least as good a case for 
taxation which makes net satisfactions equal as for 
taxation which makes sacrifices equal Indeed, there 
IS a better case For people’s econormc well-bemg 
depends on the whole system of law, mcludmg the laws 
of property, contract and bequest, and not merely on 
the law about taxes To hold that the law about taxes 
ought to affect different people’s satisfactions equally, 

Proportioiaal taxation Jxas modem adherents also m Italy 
In addition to Professor De Viti Pe Marco, already cited. Professor 
Binaudi argues m his Ottima Imposta that, since, without the aid of 
the State, there could be no production, every element of mcome la 
bom owing a debt« and an equal debt, to the State, and that» 
therefore, every element of mcome should pay an equal share of 
taxation This reasonmg seems fanciful and nnconvincmg 
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while allowing that the rest of the legal system may 
properly affect them very unequally, seems not a 
little arbitrary This hne of argument discredits 
proportional sacrifice, along with equal sacrifice It is 
neutral towards constant inequality of mcomes, and 
somewhat more benevolently neutral towards minimum 
sacrifice 

If, however, we look at the problem of the distnbu- 
tion of the burden of taxation from the pomt of view, 
not of eqmty, but of economy, we stand on surer 
ground, though we may ultimately be led to conclusions 
less simple m form than those furnished by eqmty 
It has been argued m Chapter II of this book that any 
system of pubhc finance ^ould be conceived simply 
with a view to the Tnaximmn soaal advantag e in the 
long run, and it follows that any tax system, as part 
of this leirger system, should be conceived with the 
same object But it is a necessary prehminaiy to 
the consideration of any tax S5rstem from this pomt 
of view to consider broadly the econoimc effects of 
taxation. 


Note to Chapter IX 

§ I The chief purpose of this Note is to illustrate 
the use of mathematical methods m determinmg the 
correct distribution, on given assumptions, of the 
burden of taxation As m the preceding Note to 
Chapters VII and VIII, the mathematical discussion 
IS designed to be illustrative rather than exhaustive 
For, of the making of mathematical formulse for 

* Pzgou, Ptthhc F%nancet p 60 
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graduating taxation, as of the making of books, there 
IS no end It may be worth while to point out that 
there is no logical distinction, as some non-mathema- 
ticians seem to suppose, between “ theoretical ” scales 
of graduation based on mathematical formulae aud 
" practical ” scailes based on “ common sense ” Every 
scale, which is exphcitly based on a mathematical 
formula, can readily be translated mto the language of 
“ common sense," which here means nothing more than 
a senes of, apparently unconnected, rates of tax 
payable m various alternative circumstances On the 
other hand, a mathematical formula, even if a long and 
complicated one, can alwa37s be found to “ fit," and 
thus give expression to, any " practical " scale which 
non-mathematicians may invent 

The followmg argument illustrates some of the 
problems suggested m Chapter IX, § 5 

§ 2 Given any functional relation between income, 

X, and economic welfare, ze», it is possible to find a 
formula to give effect either to the principle of equal 
sacrifice or to that of proportional sacrifice 
Assume, for example, that 

zp==log X, so that — =- 
ax X 

(This IS Bemouilh’s Law, which is based on the 
proposition that proportionate additions to income 
make equal additions to welfare It gives a somewhat 
slow rate of dimmution of marginal utihty ) 

Let the rate of tax on an mcome x be #, so that tx 
IS the total tax on an mcome x 

Let be the sacrifice of welfare due to pa3nnent 
of the tax. 
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Then 

ie>— ze>'=log {x~tx) 

=logi»; + log (i-<) 

.• 10'=— log (i— <) 

To give effect to the principle of equal sacrifice, we 
must have w' constant Therefore i must be constant 
That is to say, we must have proportional taxation 
To give effect to the prmciple of proportional 
sacrifice, we must have 

— constant=ft, say, where o< k<z. 
w 

Then 

log X 

. . * log ic + log (x — <) = o = log I. 

. (i-/) = X. 



As X mcreases, t mcreases, and we have a formula 
for progressive taxation Given the total taxable 
mcome and its distribution, h will depend upon the 
total tax revenue required 

§ 3 Now assume a more rapid rate of diminution 
of , marginal utihty than tmder BernomUi’s Law 
Assume, for example, that 

w=c~ — 

X 


dw X 

where c is a constant, so that 

(This is a formula which I have suggested elsewhere, 
in the Econotmc Journal, September, X920, and m the 
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Appendix to my Inequahty of Incomes, as best com- 
bining simplKnty and plausibility) 

Then if, as before, u/ is the sacrifice of welfare due 
to a tax tx on an income x, we have 


w — ze>'=c ■ 


w == 


x~tx 
I £ 
X 


x — tx 


t=1 — 


x-\-w'x 

For equal sacrifice, w’ is constant and, therefore, as 
x mcreases, t increases, so that we have progressive 
taxation 

For proportionate sacrifice, — is constant * k, say, 

w 


Ihen 


x—tx 


I 

X 


k^- 


X 


I — k+ckx 

as X mcreases, t mcreases, winch again giv^ 
progressive taxation 

§ 4 It is, mdeed, clear, without the aid of algebra, 
that if, any functional relation between x and w being 
given, equal sacrifice leads to progression, proportional 
sacrifice must lead to still steeper progression It is a 
hmitrng case of this proposition that, if equal sacrifice 
leads to proportionality, proportional sacrifice must 
lead to progression For consider a commumty con- 
sistmg of two taxpayers, A and B, of whom A has the 
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larger income If, by certam specified contributions, 
they make equal sacrifices, then they will make 
proportional sacrifices (the sum of their two contribu- 
tions remaining the same), only if A pays more and 
B pays less than before This means that A will part 
with a larger proportion of his income, and B with a 
smaller proportion, under proportional sacrifice than 
under equal sacrifice And this is only another way 
of saymg that the tax system is more steeply progressive 
in the one case than in the other * And what is true of 
this simple commumty of two persons, is true also of 
commumties which are more populous 

We may, mdeed, generahse along another hne 
The functional relation of mcome to economic welfare 
must be such that (over certam ranges of mcome, if 
not contmuously over the whole range) equal additions 
to welfare are secured either by proportionate, or by 
more than proportionate, or by less than proportionate, 
additions to mcome These three alternatives exhaust 
aU the possibihties (The phrase, “more than pro- 
portionate additions” here means “larger proportionate 
additions for larger than for smaller mcomes " , “ less 
than proportionate additions ” has a correspondmg 
meaning ) It follows that equal subtradtons from 
welfare are secured m these three cases respectively, 
by proportionate, or by more than proportionate, 
or by less than proportionate, subtractions from 
income And this is only another way of sa3mig 
that equal sacrifice requires proportional, or pro- 
gressive, or regressive taxation, accordmg to which 
class of relationship between mcome and welfare 

* For some further remarks on the degree of progressiveness 
of a tax system^ see Note to Ch XI 
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is assumed For the first two classes, proportional 
sacrifice requires progressive taxation; for the third 
class it will require either regressive, proportional or 
progressive taxation, accordmg to the sub-class of 
relation assumed between mcome and welfare 

In the limiting case, where margmal utihty is 
constant, whatever the size of mcome, equal sacrifice 
IS secured by a poll tax, equal for aU taxpayers (a 
special case of regressive taxation), and proportional 
sacrifice by proportional taxation 

For we have te>=kx, where is a constant, and, 
w~w'=k {x—tx) 

. . w'saktx 

If u/ is constant (equal sacrifice), then tx is constant 

ktoc 

If — is constant (proportional sacrifice), then ^ 

IS constant, so that t is constant 

Passmg to the other side of this limit, and assuming 
that margmal utihty mcreases with mcome, proportional 
sacrifice requires regressive taxation, and equal sacrifice 
requires taxation more regressive than a poU tax 

But these hypotheses have long smce left the real 
world behmd, and have an mterest which is purely 
mtellectual 

§ 5 The prmaple of constant mequahty of incomes, 
which to some mmds seems eqmtable, leads, I have 
suggested m Chapter IX, § 5, to progressive, and not to 
proportional, taxation I have supported this sugges- 
tion by a reference to an argument which I have 
developed at some length elsewhere I ^all not spend 
time repeatmg that argument here, but shall only 
recapitulate, very summarily, seven of the steps m it, 
which have a special relevance to our present problem. 
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(i) The objection to great inequality of incomes is 
the resulting loss of potential economic welfare (2) It 
is, therefore, convement to define the “ inequality ” of 
any given distnbution as the ratio of the total economic 
welfare attainable under an equal distribution to the 
total economic welfare attained under the given 
distnbutibn, the total mcome to be distributed bemg 
assumed to be unchanged (3) The measure of 
mequahty, so defined, will depend upon the prease 
functional relation of mcome to economic welfare To 
every such possible relation there will correspond a 
different measure of mequahty (4) But, further, 
common to certam wide groups of possible relations, 
there will be certam general tests, which aU measures 
of mequahty withm the correspondmg group must pass 
(5) If, for example, we assume that equal additions to 
welfare are secured by more than proportionate 
additions to mcome (and even if we assume that they 
are secured by proportionate additions), all permissible 
measures of mequahty must satisfy the condition that 
proportionate additions to all mcomes dimmish 
mequahty. And this range of assumptions covers all 
probable reahty, with a fairly wide margm of safety at 
both ends of the range (6) But, if proportionate 
additions to all mcomes dimmish mequahty, pro- 
portionate subtractions must mcrease it That is to 
say, the mequahty of mcomes will be mcreased by 
proportional taxation (7) Therefore, if the mequahty 
of mcomes is to be left unchanged by taxation, that 
taxation must be m some degree progressive The 
precise degree of progressiveness required wdl vary 
with the precise relation of mcome to econoimc welfare 
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THE EFFECTS OF TAXATION ON PRODUCTION 

§ I The best system of taxation from the 
econoimc pomt of view is that which has the best, or the 
least bad, economic effects In this and the two 
foUowmg chapters these effects will be considered 
imder three heads, (i) effects on production, (2) effects 
on distribution, (3) other effects 

The effects of taxation on production can likewise 
be convemently classified under three heads, (i) effects 
on abihty to work and save, (2) effects on desire to 
work and save, (3) effects on the distribution of 
econotmc resources between different emplo3rments and 
locahties * 

In this classification, and m the discussion which 
follows m this chapter, “ work ” and “ saving *’ axe 
treated on the same footing This procedure is 
legitmaate, provided that its limitations are clearly 
recogpised There is a great variety of possible 
economic mstitutions Under all conceivable institu- 
tions, work IS essentially an mdividual function and, 

< An alternative^ and substantially equivalent, dassidcatiozi. 
would be (i) direct effects on ability to work and save, (2) direct 
effects on desire to work and save, (3; indirect effects on ability and 
desire to work and save For a diversion of economic resources 
from one emplo3mient or locality to another will produce indirect 
effects of this kind 



X04 


PUBLIC INCOME 


except under institutions parta kin g of the nature of 
slavery, it is, in a legal sense, voluntary * But the case 
of saving, considered as a means of securing additions 
to capital, IS less simple Under some mstitutional 
arrangements, most savmg is both mdividual and 
voluntary But other forms of savmg, collective or 
compulsory or both, may co-exist with this and, under 
other institutional arrangements, may furnish the 
predominant means of securmg additions to capital 
Three such forms are (i) the remvestment of the 
undistributed profits of private enterprise, (2) a similar 
remvestment m respect of pubhc enterprise, and 
{3) direct capital expenditure out of the proceeds of 
taxation In this country m recent years the importance 
of the savings of wealthy mdividuals has much 
diminished, relatively to the factor of undistributed 
profits m private mdustry and to the rapid mcrease m 
the proportion of new loan funds furnished by msurance 
compames and building societies and by pubhc and 
semi-pubhc bodies But these considerations need not 
detam us here* 

§ 2 Any person's abihty to work will be reduced 
by taxa&on which reduces his efficiency There is, 
therefore, a strong presumption against unposmg any 
taxation upon the poorer members of modem com- 
mumties, for these are still so poor that a reduction 
in them incomes wiH generally mean a reduction both 
m the present efficiency of adults and the future 
efficiency of children This a/gument clearly apphes 
to direct taxes on small mcomes, mduding deductions 

* Under " capitalist mstitations^ work includes, as an 
important special case, the undertaking of new enterprises by private 

entrepreneuis " 

* See. bowever, Ch XVIII 
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from wages, and to taxes on necessanes It applies 
also to taxes on commodities, which are not stnctly 
necessanes but the consumption of which contnbutes to 
effi,ciency As regards commodities, the consumption 
of which does not contnbute to efficiency, it may seem 
at first sight that the argument does not apply But 
where these commodities are treated by the workers 
concerned as “ conventional necessanes," where, that is 
to say, their demand for them is comparatively melastic, 
an mcrease m their pnce owmg to taxation will cause 
some reduction m their consumption, but an mcrease m 
the expenditure upon them The workers, therefore, 
will have less to spend upon real necessanes, and 
thus the same evil effects upon efficiency may be 
produced, as if real necessanes themselves had been 
taxed 

It is doubtful at what level of mcome the hue should 
be drawn, below which taxation is likely to reduce 
efficiency * But it is clear that, even in the nchest 
modem communities, the mcomes of a large section 
of the population still he below it Moreover, the hue 
must be drawn at different levels for different classes 
of workers 

Abihty to save is reduced by all taxes on those 
who have any margm of mcome, out of which savmg 
is possible. The only taxes, therefore, whidi do 
not to some extent reduce abihty to save, are 
those which fall exclusively on people who are so 
poor that they have no such margm It is evident 
that heavy taxes on the rich, though defensible on 

* It must, of course, be drawn considerably* higher th a n sub- 
sistence level " For the efficiency of those who have to hve at or 
near this level is obviously less than it would be, if their incomes 
were larger 
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other grounds, substantially reduce their abihty to 
save * 

§3 Turning from effects upon people’s abihty, 
to effects upon their desire, to work and save, we have 
to take account, not so much of the primary effects of 
actual taxation m the present, as of the secondary 
effects of the expectation that such taxation will 
contmue m the future For it is these secondary effects, 
which are here by far the most important A tax 
which was expected to be short-hved, a speaal tax, for 
example, to meet some special emergency, such as war 
expenditure or the rapid extinction of a war debt, 
would not produce important secondary effects of this 
kmd 

It is usually assumed that taxation reduces people’s 
desire to work and save, but on closer examination the 
question is found to be less simple than is commonly 
imagmed The effects of any particular tax upon 
desire to work and save depend partly on the nature of ^ 
the tax and partly on the nature of mdividual reactions 
to taxation The latter pomt is most convemently 
considered j&rst. 


* Tlie argument of this section illustrates an economic truth, 
which IS specially important m public finance It is often supposed 
that, whereas savmg makes an addition to capital, spendmg does 
not This IS a double fallacy For capital," on a broad view, as 
many modem economists have shown, includes human bemgs as 
wdl as material equipment Much spending," especially by, and 
on bdialf of, the poor, makes an addition, through the mcrease of 
e£S.ciency, to human capital Moreover, short of this, much " spend- 
ing " IS required merely m order to mamtam human capital at its 
eaastmg level of efficiency Much consumption, m short, is really 
mvestment And, on the other hand, much. " savmg," particularly 
m tunes of trade depression, makes no addition to material capital, 
because it fails to find its way mto mvestment This pomt will be 
4daborated later 
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§4 Any person’s reaction to taxation is largely 
governed by the elasticity of his demand for income, 
in terms of the efforts and sacrifices which he makes 
m order to obtain his mcome (or, what amounts to 
much the same thing, m terms of the services which 
he renders m exchange for his mcome) * His mcome, 
for the purpose of the present argument, is his net 
mcome after deduction of taxation Suppose that, 
as a result of mcreased taxation, a given effort or 
sacrifice, — a given amount of work or savmg, — 
produces less mcome than before What is the effect 
upon his desire to work or save ^ Obviously, to 
strengthen it, if the elasticity of his demand for mcome 
is small, and to weaken it, if this elasticity is large In 
the former case it will seem more worth while than 
before to work and to save, m the latter case less worth 
while The practical question, then, is to find out 
how the elasticity of demand for mcome vanes with 
different classes of people and with different circum- 
stances At this pomt, perhaps, the economist looks 
hopefuUy mto the eyes of the psychologist, but the 
latter is apt to return a stony and rmcomprehendmg 
stare and to talk of other things, such as the inadequate 
psychological basis of modem econoimc theory Thus 
the economist is thrown back, until more effective help 
shall be forthconung from the psychologist, upon his 
own slender resources 

It is usually assumed that most people’s elasticity! 
of demand for mcome is large But is it ? Many hkelyi 
cases to the contrary suggest themselves People 

* Altemativ^y, we may speak of the elasticity of his snpply 
of efforts and saciihces (or services) m terms of the income which 
he can obtam m return 
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who have dependants to maintam, or who are saving 
in the hope of securing not less than a certain fixed 
income at a future date, will often feel compelled by 
the pressure of mcreased taxation to work harder or to 
save more Such situations are common enough 
among those who desire mcome m order to satisfy 
ordmary human needs, or, m other words, who desire 
merely to be reasonably well-off But there are many 
who desirenot merely to Be'well-off, but to be visibly 
better-off than tho^ whou^t^y regard ^as^J^eir 

spnngs much of that ost^t^ous 
extravagance, which is typified by the story told 
of Carnegie, who kept four chauffeurs, because Astor, 
who hved just across the road, kept only three The 
desue to work and save, m order to mdulge a sense of 
vainglorious vulgarity, is not likely to be much, if 
at all, abated by mcreased taxation Agam, some 
men, especially some of the leaders m the world of “ big 
busmess,” desire wealth and an ever-mcreasmg mcome 
chiefly as a^iqgesu^sofjgow^and as evidence of worldly 
success The placing of obstacles, such as mcreased 
taxation, m ti^fc way of their desire to go on accumulat- 
mg seems only to exhilarate such men Thus Lever- 
hulme declared that “ every raising of the rate at which 
mcome tax is levied has been followed by mcreased 
efforts, successfully made, to mcrease mcomes out of 
which to pay the mcreased tax We are all 

mchned to say, with the Inshmein, * be jabers to the 
tax, if you will give me the mcome,’ and havmg got the 
income we are aU mchned to make mcreased efforts to 
make the mcome sufficiently large to stand the contri- 
bution demanded by the Chancellor of the Exchequer, 
in the form of income tax, without dimmishmg the 
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balance remaining for the income earner Accordmg 
to this view of human nature, demand for mcome has 
hardly any elasticity at all It is, mdeed, uncertam' 
how fer Leverhulme's bracmg attitude towards taxa- 
tion IS shared by other busmess men, to say nothmg of 
other classes m the commumty The " psychology of 
the busmess world " remams somethmg of a mystery, 
though it occupies a central position m some economists' 
theories of the causes of trade cycles In times of trade 
depression it is common form m the busmess world to 
ascribe most of the economic evils of the day to the 
" crushing burden of taxation,” though an equal, or 
even a heavier, burden may have been earned without 
apparent difficulty through the precedmg trade boom 
We cannot readily accept, m the face of Leverhulme's 
evidence, the imphcation that busmess men's demand 
for mcome is so highly elastic as this, though it may 
well be more elastic m tun es of depression than m tunes 
of boom, and more elastic among the meffiaent than 
among the efficient Nor, to return to the broader 
question, can we readily accept the common view 
that most people's demand for mcome is so elastic that 
taxation is bound, on the whole, to reduce them desue 
to work and save and, therefore, m this respect to checi 
production More light on this mterestmg and 
important problem is reqmred.* 

^ The Stx Hour Day and Other Essays, p 248 

* In a comprehensive study it would be necessary to distinguish 
between the immediate and the more permanent effects of changes 
m the ratio of mcome to effort It would also be necessary to t^e 
account of social habits It has been suggested, for example, that 
the growth of hire purchase, or instalment sellmg," tends to make 
the buyers* demand for mcome less elastic than before under 
adverse^ and more Mastic under favourable, conditions An alterna- 
tive view IS that these devices, by stimulating new desires, simply 
raise the whole demand curve for mcome, without necessarily 
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So much for the desire to save out of mdividuaj 
mcomes, where the alternative to saving is individual 
consumption Savmg out of corporate mcomes — • 
whether through undistributed profits, or tlirough such 
agencies as msurance compames, or building societies, 
or pubhc or semi-pubhc bodies — ^is not directly subject 
to the competmg desire for mdmdual consumption 
Those responsible for the handhng of such corporate 
resources are mchned to attach primary importance to 
the contmuance of new mvestment rather than to 
alternative uses of their funds In this mcreasmgly 
important field, therefore, desire to save is apt to be 
stimulated, rather than checked, by taxation 

§ 5 So far as we have been speakmg of taxation m 
general m relation to the desire to work and save 
It is now necessary to distmguish between the effects 
of different kmds of taxes 

Whatever the taxpayer’s elasticity of demand for 
mcome, there are some taxes which have hardly any 
tendency to influence the desire to work and save 
Taxes on wmdfalls, which have already been referred 
to m Chapter IX, §3, are an example From the 
economic, as distmct from the eqmtable, pomt of view 
the essential characteristic of wmdfall wealth is its 
unexpectedness Evidently there can be no expecta- 
tion of a tax on an accretion of wealth, which is itself 
tmexpected, and, as has already been pomted out, it is 
chiefly through the expectation of its future contmuance 
that taxation is hable to affect the desire to work and 


altering its slope I have heard it argued by a business man that 
** if every workman was ;^ioo m debt for furmtujre and a wir^ess set 
and a motor cycle, there would be far better tune-keeping and much 
higher output " 
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save In penods of great economic disturbance, or even 
of rapid economic change, there may be considerable 
scope for taxes on windfalls During the war, for 
instance, the British excess profits duty, which pro- 
duced a large revenue, was substantially a tax on wmd- 
falls, at any rate for the first year or two of its 
imposition, though with the passage of time it gradually 
changed its character Agam, durmg a period of rapid 
expansion m a new country, wmdfaU taxes on the 
value of land and other forms of appreciatmg property 
might yield large sums But m more normal and less 
unsettled conditions it is not generally possible to 
raise much revenue by means of such taxes A tax 
on the site value of land, or on mcrements of site value, 
IS a wmdfall tax m some cases, but not m others, 
smce future appreaation of value is often expected 
Inherited wealth, again, is sometimes a wmdfaU to 
the inheritor, though many inhentances are the subject 
of pleasant expectation 

Another example is a tax on a monopolist, which 
gives him no mducement to alter his output or selling 
price On the other hand, a tax on a monopohst, 
which makes a larger output and a lower selhng price 
more profitable, will make him desire to work and save 
more, whatever his elasticity of demand for mcome.* 

* § 6 But m the majority of cases the effect of 
various taxes upon the desue to work and save depends 
upon the elasticity of taxpayers’ demand for mcome 
Let us first make the assumption, which is most 
unfavourable to production, that this elasticity is 
generally large, and let us consider, on this basis, 
the comparative effect of various taxes, or rather of 
* See Oi Vn, §5 
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the expectation of vanous taxes, upon taxpayers' 
desire to work and save 

Taxes on particular commodities wiU reduce this 
desire very slightly, m so far as the mcome derived 
by the taxpayer from a given effort will have less 
purchasmg power A general tax on mcome, mcluding 
saved mcome, will reduce the desire to save more than 
taxes on commodities, which fall on expenditure only 
and not on savmgs Hence has arisen much discussmn 
of the possibihty, m the mterests of production, of 
exemptmg savmgs, wholly or m part, from income 
tax With the same object m view, it has been 
proposed to substitute a sales tax, which is eqmvalent to 
a tax on certam sorts of expenditure, for existmg 
mcome taxes It is partly administrative dijBficulties 
which have hitherto prevented any sweepmg exemption 
of savmgs from mcome tax, and these might m time be 
overcome * But a more fundamental objection, as 
also to the substitution of a sales tax for an mcome 
tax, m countries which are sufficiently civUised to 
possess the latter, arises from considerations of dis- 

* Income firom government secnnties is exempt from mcome tax 
m France and elsewhere But m the Umted States the growth of 
tax-exempt securities has been described by serious writers as a 
menace and has made hay of the graduated taxation of mcome 
See Lutz, Public Finance, pp 506-11 Further exemptions of 
savmgs in Britain could be secured, without admmistrative diificulty, 
by exempting the undistributed profits of compames, which are at 
present liable to mcome tax at standard rate But the action 
of certam nch men who, m order to escape surtax, have formed 
themselves mto one-man compames, which distribute hardly any 
of their profits, has raised prejudice against such an exemption, 
which IS also open to criticism on grotmds of equity The present 
tendency is m the opposite diredhon, % e , mcreased taxation of 
undistributed profits See recent British Finance Acts, and, for a 
very instructive account of modem methods of tax evasion, the 
speeches of Mr Winston Churchill and Sir D Hogg, now Lord 
Hailsham, m Hansard, July 4th, 1927 
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tnbution * It will be found, when we come to d e al 
with pubhc expenditure, that there are other and 
equally effective methods of stimulatmg savmg which 
are not open to these objections * 

Where an mcome tax differentiates m favour of 
earned income, or, in other words, taxes mcomes from 
work at a lower rate than equal mcomes from property, 
it IS reasonable to expect a greater check to the desire 
to save and a smaller check to the desue to work than 
if the tax, while yielding the same revenue, made no 
such differentiation But, on the average, the desire 
to save is probably stronger and more persistent among 
the recipients of mcomes from work than among the 
recipients of equal mcomes from property For the 
former have the keener mcentive to make provision 
for the future This is only another way of saymg 
that demand for future mcome is probably less elastic 
among the former than among the latter Probably, 
therefore, a moderate degree of differentiation m an 
income tax, far from mtroducmg any additional check 
to the desire to work and save, acts the other way 
• Where, however, an mcome tax is graduated or, m 
other words, taxes larger mcomes at a higher rate than 
smaller ones, it is important to realise that a very high 
rate of tax will almost certainly result m a sharp check 
to the desire to work and save at the higher levels of 
mcome, and that the sharpness of this check will 
mcrease more rapidly than the rate of tax * 

* See Ch XI, §§3 and 5 

• See Ch XVIII, §9 

5 For as, m accordance with the graduation, the rate of tax on the 
income as a whole increases, the rate of tax on additional mcome 
increases more rapidly If, for example, the tax is six shillings m 
the pound on ;^$,ooo a year and seven shillings m the pound on 
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§ 7 A tax, which has much to commend it on other 
grounds, is a tax on inherited wealth From the 
pomt of view also of its effects on production, such a 
tax has certam advantages over an mcome tax It 
IS sometimes imagmed that, m proportion to the 
revenue obtamed, an mhentance tax “ falls on capital,” 
m the sense of checkmg the accumulation of capitd, 
to a much greater extent than an mcome tax The 
prevalence of this idea is, no doubt, partly due to the 
common confusion, noticed in Chapter V, § 3, between a 
tax assessed on capital and a tax paid out of capital. 
But the idea itself is mistaken 

Assummg that the payment of an inheritance tax 
is not msured agamst beforehand, an mcome tax and 
an mhentance tax of the ordmary type, yieldmg the 
same revenue, probably check savmg to much the 
same extent For, on the one hand, as regards the 
actual pa3mient of taxation, an mhentance tax wiU 
probably be paid by reahsation of secunties to a greater 
extent than an mcome tax will be paid out of money 
which would otherwise have been saved But, on the 
other hand, as regards the effects of the expectation 
of havmg to pay m the future, savmg is probably more 
reduced by the prospect of havmg to pay mcome tax 
each year, than by the remoter prospect of one’s heirs 
havmg to pay mhentance tax at some uncertam future 
date But, where the pa3anent of an mhentance tax 

^£3,500 a year, tlie tax on the additional ;^5oo a year is £ 3^5 and thus 
the rate of tax on this additional income is over fourteen shillings 
m the pound In other words, the marginal rate of tax increases 
faster than the average rate, and it is the marginal rate which 
mduences the desire of a deax'-headed taxpayer to xnamtam his 
existmg scale of work and saving But it must not be hghtiy 
assumed that all taxpayers are sufficiently clear-headed to make 
such calculations* 
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is insured against beforehand, — ^and this habit is now 
fairly common — ^the actual pa3mient is made, not by 
the reahsation of securities, nor even out of current 
income, but with a sum of money received from an 
insurance company In this case, the effects on 
savmg of the actual payment, as distmct from the 
expectation of future pa37ment, do not essentially 
differ from those of an mcome tax In both cases, 
savmg is only checked, m so far as the annual pa3nnents, 
whether for msurance premiums or income tax, are made 
with money which would otherwise have been saved 
If, therefore, an inhentance tax is generally insured 
agamst, it checks saving less than an mcome tax 
3neldmg the same revenue- 

The preceding argument apphes to an inhentance 
tax of the ordmaiy tjrpe, whether assessed, with or 
without graduation, on the total property passmg at 
death or on mdividual inhentances, and assumes that 
such a tax checks to some extent the desire of persons 
accumulatmg wealth to work and save But, if the 
tax were of the type proposed by the Itahan economist, 
Rignano, the desire to work and save would be checked 
to a much smaller extent, if mdeed it were checked at 
aU This proposal is that the tax on an inhented 
fortime should be graduated accordmg to what one 
may caU the age of the fortune, or, in other words, 
accordmg to the number of times it has already changed 
hands by inhentance The greater the age of the 
fortune, the heavier would be the rate of tax In its 
sunplest form this proposal would amount to a 
differentiation between what we may call a person’s 
earned wealth and his unearned wealth, or, m other 
words, between wealth which he had acquired as a 
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result of his own work and saving and wealth which 
had come to hun by inhentance or gift from others 
On his death the latter class of wealth would be taxed 
at a higher rate than the former, thus giving him a 
stronger mducement to work and save in order to 
provide for his heirs, and makmg it less easy for 
to rest on his oars and allow the dead hand to propel 
his boat * 

There is a further consideration which tells in favour 
of mhentance taxes, as agamst mcome taxes, from the 
pomt of view of their respective effects upon production 
This is their effect upon the expectations of prospective 
inheritors The latter will evidently be less inchned to 
work and save, the more substantial the mhentance 
to which they look forward They may even be 
tempted, by a bnght and near prospect of unearned 
wealth, to indulge in negative saving, runnmg mto debt 
or borrowing on their expectations An mhentance 
tax, therefore, by reducmg these expectations, 
stimulates work and savmg by prospective inheritors 
and, the heavier the tax, the greater the stimulus 
More and larger life insurance pohaes, for instance, 
would be taken out, if the mhentance of wealth was 
more severely limited by taxation, and more sons and 
daughters of weU-to-do parents would be tramed to 
earn their own hving 

§8 The argument of the two preceding sections 
has been based on the assumption that taxpayers’ 
demand for income is, on the whole, relatively elastic, 
and hence that vanous taxes check, in different degrees, 

^ So© my Inequalvty of Incomes, Part IV, Chs IX-X» for a fuller 
discassion of Biguano's scheme and of mhentance tases m general^ 
and, for a fuller discussion still, Mr Wedgwood's admirable book on 
The Economtcs of Inhentance 
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the desire to work and save But we have seen, in § 4 
of this chapter, that this assumption is of doubtfid 
vahdity If we assume, on the other hand, that 
taxpayers’ demand for mcome is, on the whole, 
relatively melastic, it will follow that taxes on particular 
commodities, on income and on inhentances will 
stimulate the desire to work and save Without 
pursuing m further detail the conflictmg results of these 
two assumptions, we may, I think, safely conclude 
that, whatever may be the case with other taxes, an 
inheritance tax on the Rignano plan would stimulate, 
and not check, the productive energies of those affected 
by it The practicability of such a tax should, 
therefore, be carefully considered by modem finance 
mimsters 

A possible variant of the plan, which is speaally 
adapted to debt reduction and appears to present very 
few a dmin istrative difficulties, is the foUowmg Let 
some proportion of every estate passmg at death, m 
excess of a certain minimum value, be compulsorily 
exchanged for terminable annxnties to be issued by the 
Treasury These annuities might either be termmable 
with the life of the inhentor, or, preferably, might have 
a fixed term, say, twenty years from the date of issue 
During this period they would carry an annual mcome 
equal to the annual value of the wealth surrendered m 
exchange for them. The forms of wealth which would 
thus be accepted m exchange rmght convemently be 
limited to pubhc securities, other approved securities 
and cash The pubhc securities would be cancelled on 
receipt ; the cash would be apphed to debt reduction ; 
the approved securities would either be realised and the 
proceeds apphed to debt reduction, or held and the 
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interest so applied The Government would thus, in 
effect, issue tennmable annmties m exchange for the 
cancellation of an amount of debt of equal annual 
value The proportion of the debt consistmg of such 
annuities would gradually mcrease and, after a period 
of, say, twenty years from the mception of the scheme, 
a quantity of these aimuities would be runnmg off 
aimually Inhentors would receive these annuities as 
part of their inheritance They would be stimulated, 
by the prospect of the annuities running out, to work 
and save m order to make good the prospective loss 
of income * 

§ 9 So far m this chapter we have been consider- 
ing how taxation may affect production through its 
influence upon abihty and desire to work and save 
We have now to consider how it may affect production 
through its effects on the distribution of economic 
resources between different employments and locahties 

The undesirabihty, m the mterests of production, 
of divertmg “ trade,” or, more generally, economic 
resources, from their " natural channels ” has been a 
favourite theme with many economists of past genera- 
tions, who have argued that the resources diverted 
wiU be less productive m their new emplo3nnent (or 
locahty) than they would have been m the old Most 
modem authorities argue that, as a general rule, such 
diversions tend to check production, but that there 
are a large number of practical mstances to which this 
rule does not apply The much too absolute doctnne 

* See my evidence before the Colwyn Committee^ and pp 317-1& 
of fheit Report Compare also H I> Henderson, Inherttance and 
Inequahty, for a similar proposal This plan might also be adapted, 
if desired, to reducing the burden of debt on pubhc enterprises, the 
bonds of which might be acc^ted in payment and then cancell^ 
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of the inviolabihty of " nattiral channels,” as preached 
by the ancients, expresses only a half-truth We may 
say that, in the choice of taxes, there is a presumption 
in favour of those which cause the Tmuim n-m of diversion 
of economic resources But this presumption is 
frequently overthrown by special arguments apphcable 
to particular cases It wiU, therefore, be convenient 
to begm by considering what sorts of taxes cause, m 
fact, the minimum of diversion, and go on to consider 
certam particular cases of substantial diversion 

§ lo As between different emplo37ments of econo- 
mic resources, taxes which have been defended on the 
ground that they cause httle or no diversion, mclude 
taxes on wmdfaJls, taxes on the site value of land, 
such taxes on monopohsts as offer no inducement 
to alter output or selling price, and certam taxes 
which fall with equal weight on all uses of wealth 
In general, the way m which diversion is apt to occur 
is as follows A person who owns, or himself embodies, 
economic resources which, m their actual emplo 3 nnent, 
are subject to tax, seeks to escape this tax by divertmg 
these resources to some other emplo^jnnent, m which 
they will either be untaxed or taxed less heavily Such 
a diveffeion waU be profitable to him provided that 
the loss of mcome, apart from taxation, due to the 
change of employment is less than the gam through 
the pa 3 mient of lower taxation Such diversion of 
existmg resources is often dif&cult, or even impossible, 
smce capital and labour tend to become fixed or 
speaahsed in particular employments But no such 
difficulty prevents the diversion to other emplo 3 mients 
of new resources, not yet specaahsed, which, but for the 
tax, would have entered the taxed emplo37ment In 
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practice, it is the diversion of these new resources, 
rather than of existing resources, which is much 
the more important The British rating system, for 
instance, imposes taxation upon houses and other 
buildmgs in the form of onerous rates * The effect is a 
diversion of capital and labour, which would otherwise 
have been employed m the building trade, to other 
employments The supply of houses and other 
buildmgs is consequently smaller than it would other- 
wise have been, and there is a presumption that the 
capital and labour, which are diverted to other 
emplo 3 maents, are less productive there than they 
would have been had they been employed m the 
budding trade The extent to which a given tax causes 
a diversion of resources from the taxed emplo3anent 
and a reduction m the supply of its product depends, 
as was shown m Chapter VII, upon the elasticity of 
demand for this product and upon its elasticity of 
supply 

A tax on wmdfalls, falling unexpectedly, hie a 
bolt from the blue, upon accretions of wealth which 
are themselves unexpected, obviously gives no mduce- 
ment to diversion A tax on the site value of land, 
irrespective of the employment to which the land is 
put, causes no diversion, smce its mmdence is wholly 
upon the landowner* and smce the supply of land is 
fixed by nature and, therefore, no restnction of supply 
IS possible A tax on a monopohst, which gives him 
no mducement to alter his output or s elling price, gives 
no mducement to diversion, because, though the 
monopoly becomes less profitable than it would 

X See Ch VI, §3 

• Compare, however, Ch VIII. §a 
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otherwise have been, it remains more profitable 
than the employment of resources m open competi- 
tion * 

It has been suggested that a tax, which falls with 
equal weight upon all uses of wealth, or, m other words, 
upon all employments of resources, gives no induce- 
ment to diversion, because no diversion would be a 
source of profit Some controversy has taken place as 
to what would constitute a perfect “ non-differential " 
tax of this kuid On the one hand, it has been 
mamtamed that a general tax on mcome is non- 
differential, while, on the other, it has been argued 
that such a tax, smce it taxes both income when saved 
and mcome subsequently derived from savings, 
differentiates against savmg and gives an mducement 
to diversion from saving to spendmg If the latter 
argument be sound, a perfect non-differential tax 
would be a tax on expenditure only, or, m other words, 
an mcome tax with an exemption for mcome which was 
saved But whether, m fact, a general income tax 
causes a diversion from savmg to spendmg depends 
upon the elasticity of the taxpayers’ demand for the 
future mcome to be derived from savmgs If this 
elastKily is large, relatively to the dastiaty of their 
demand for mcome for present consumption, such a 
diversion wiU take place , if it is small, the diversion 
will be m the opposite direction, from spending to 
savmg ; if it is of some mtermediate size, there will be 
no diversion Similarly, an expenditure tax may cause 

* Though not necessaxily more profitable than the employment 
of resources m other monopolies, if these are not correspondmgly 
taxed But the pohc^ of monopolists, based upon restnction of 
output, dehberatSy otetructs the entry of new resources mto the 
monopolised employment 
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a diversion m either direction, or no diversion at all, 
according to the relative size of these two elasticities 
Without reference to this factor, it cannot be maintained 
that either tax is perfectly " non-dtHerential ” But 
either tax, m so far as it falls only on marginal expendi- 
tures or marginal savmgs, regardless of their particular 
character, is evidently less differential, and tends to 
less diversion of resources, than taxes on particular 
employments of resources For the latter fall also 
upon " intra-margmal ” expenditure or savmgs 
Similarly a general property tax, if accurately assessed, 
IS comparatively “ non-differential ” 

In fact, a perfect non-differential tax would not fall 
at equal rates on all uses of resources For equal rates 
of tax would affect unequally the supply of objects of 
taxation, when these had unequal elasticities of demand 
or supply A tax, non-differential m structure, would 
be differential m its effects, causing a diversion from 
objects of large elasticity, whether of demand or 
supply, to objects of small elasticity Therefore, 
to jbe non-differential m its effects, a tax must be 
differential m its structure Its rates must be mcely 
adjusted to all the relevant elasticities, falling most 
heavily where elasticities were smallest, least heavily 
where they were largest But such a tax is only an 
amusmg intellectual toy, not a practically useful mstru- 
ment 

§ II There is, however, a presumption m favour 
of those taxes which cause a minimum of diversion 
The strength of this presumption in some cases and 
its weakness m others may be shown by a few 
illustrations A tax on whisky, by diminishmg its 
consumption and mcreasmg health and efficiency, may 
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cause a diversion winch will increase production * 
Again, a tax on land used for particular purposes will 
tend to cause a diversion from these purposes to others, 
which may be more beneficial to production, or to the 
social advantage Agam, a tax on a monopohst, which 
gives him an inducement to mcrease his output and 
lower his sellmg price, is likely to cause a beneficial 
diversion, smce the additional resources which he will 
employ are likely to be more productive than they would 
have been m some other competitive emplo3?ment 
On the other hand, examples of harmful diversion 
are frequently found m modem tax systems The 
case of the taxation of houses under the Bntish ratmg 
system has already been mentioned In view of the 
shortage of houses and of the reactions of bad housmg 
upon health and ef&aency, the diversion of capital and 
labour from house-buildmg to other employments is 
clearly harmful * Agam, a special tax upon busmess 
profits, such as the post-war British corporation profits 
tax, now repealed, was a bad tax from the present 


> A diversion of economic resources, though not necessarily a 
diversion of money expenditure in the same direction A tax on a 
commodity, by raismg its price, will reduce the demand for it, and 
hence the economic resources required to meet this demand If, 
however, the demand is inelastic, a larger sum of money than before 
will be spent on purchasmg a smaller quantity But, assuming 
the displaced resources find employment, other commodities will be 
produced m larger quantities and sold at lower prices 

* It IS for this reason that the argument for ratmg site values, 
rather than buildings, carries great weight, so far at least as onerous 
rates are concerned There are, however, certain objections, due to 
the comphcations of Bntish urban land tenure, to makmg sudti 
a change at one feU swoop Smce the chief object of the change 
is to remove the present hindrance to new building, the way of least 
resistance and greatest convemence would, perhaps, be to stabihse 
existing ratmg assessments and only to vary them m future m 
accordance with variations m the site value This would effectively 
free bot^ new buildings and improvements to existing buildings 
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point of view For it discnminated against a particular 
class of property-owners, namely the ordmary share- 
holders in joint stock compames, as compared with all 
other classes, including debenture holders and the 
holders of gilt-edged securities It was, therefore, m 
effect, a tax on nsk-beanng and tended to divert the 
flow of capital from risky to comparatively safe 
investments But, m view of the need that risks 
should be taken and the reluctance of many mvestors 
to take them, this was a harmful diversion 

Consider, finally, the case of a protective tariff, 
which IS the classical example of the dehberate diver- 
sion of resources from their “ natural channels ” The 
case for such a tariff, in the interests of mcreased 
production, is often supported m popular discussion 
by arguments which are grossly fallacious, but m its 
classical form, as stated by List, it is logically respect- 
able. It IS undoubtedly possible that, in some 
circumstances, a skilfully devised protective tanfi, 
though dimimshing production for a while, may yet 
increase it m the long run, by developmg certain sources 
of productive power faster than they would otherwise 
have been developed But, even when such circum- 
stances are present, the hkehhood of such a tariff 
bemg skilfully devised from the pomt of view of the 
commumty as a whole, as distmct from that of powerful 
organised mterests, which ought not to be protected, 
IS shght Further, List’s argument assumes that 
protection should be temporary, whereas one of the 
most difficult tasks m practical pohtics is to get rid of 
a protective tariff once established And such a 
tariff, even if ongmally justifiable, may inflict far 
greater loss on productive power, if too long mamtamed. 
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than would have been incurred if it had never been 
adopted at all Sidgwick, in his day, said almost the 
last word on this matter, when he remarked that many 
people seem to suppose that in theory free trade is the 
best pohcy, but that m practice protection will not do 
much harm, and may do some good, whereas the true 
situation IS the exact reverse of this ; m theory a case 
may often be made out for protection, but in practice 
it is wiser to stick to free trade Smce then the 
situation has changed This country, having long 
stuck to free trade m an mcreasmgly protectiomst 
world, has now taken to a tariff hke the rest A return 
to unilateral free trade, either m this country or 
elsewhere, seems unlikely More probable is the 
further development of planned mtemational exchange 
through bilateral commercial treaties, quotas and other 
devices These mvolve large diversions of trade from 
Its “ natural channels " and raise many issues which 
he outside the scope of this book But, fundamentally, 
the prevalence of high protective tariffs m the modem 
world IS to be accounted for by the great pohtical 
power of organised mterests, which, aided by certain 
elementary but widespread confusions of thought on 
the subject of international trade and by nationahst 
sentiment m favour of economic “ se]f-sufl 5 .ciency,” 
benefit by protection at the expense of the tmorgamsed 
general pubhc In view of the strength of these forces 
working towards harmful diversions, it is a counsel of 
wisdom that the protection of particular mdustnes 
should be a source, not of pubhc revenue, but of pubhc 
expenditure For m this case pohcy will be more 
critically watched both by finance mimsters and by 
taxpayers This pomts to subsidies m special cases. 
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rather than protective duties But the discussion of 
subsidies must be postponed to Part III of this book 

§ 12 In the last two sections we have been 
considenng the diversion of economic resources from 
one employment to another But diversion may also 
take place, as a result of taxation, from one locahty 
to another, and the general presumption against 
diversions is relevant here also, as regards aggregate 
production m all the locahties concerned Local 
diversions are specially apt to take place m compara- 
tively small commumties, when persons or capital are 
driven by the pressure of taxation mto neighbouring 
commumties where taxation is less heavy Thus 
differences in taxation, and also m strictness of 
assessment, as between different States m the United 
States of America, seem to have caused considerable 
movements of this kmd 

In this country the argument is often heard that 
taxation, and especially our income tax and death 
duties, “ dnves capital abroad ” It is true, but it is 
a very partial answer, that no taxation can drive 
abroad existmg fixed capital, such as railwa3^ and 
factones For the argument refers not to existmg, 
but to future, capital goods, whose location is not yet 
decided 

Specially heavy British taxation might cause either 
foreign or Bntish capital to be mvested abroad, which 
would otherwise have been mvested here The former 
possibihty IS not important, smce very httle foreign 
capital IS mvested here As to the latter possibihty, 
British mcome tax falls equally upon mcome from 
capital, whether mvested m this country or abroad, 
provided that the owner resides m this country. 
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Bntish death duties Likewise, with a few unimportant 
exceptions, faU equally upon property, whether situated 
m this country or abroad, of persons resident in this 
country These British taxes, therefore, wiH only 
drive Bntish capital abroad, if the owner is willing to 
be dnven abroad along with it, or if, remaining m 
country, he is prepared to perjure himself to the Inland 
Revenue Officials, and thinks himself less likely to be 
caught m respect of his foreign mvestments Wealthy 
Enghshmen, however, show no signs of emigrating 
m large numbers, and probably not very many are 
mchned to substantial perjury, particularly since the 
mcreasmg efficiency of the tax collectors is constantly 
dimmishmg the chance of escapmg detection A tax 
on the site value of leind has, however, these two further 
arguments m its favour, m addition to those already 
mentioned, that, smce land is incapable either of 
exportation or concealment, such a tax ran neither cause 
local diversions nor be evaded by dishonest taxpayers 
Variations of local taxation withm a coun-^, such 
as Great Bntam, m so far as they correspond to 
variations m the cost of rendermg those local services, 
which are paid for by benefiaal, as distmct from 
onerous, rates, do not necessarily lead to harmful 
diversions but may help to prevent an tmeconomic 
temtonal distribution of population and capital In 
so far, however, as these two sets of variations do not 
correspond, harmful diversions tend to arise 

They have recently arisen m a marked degree m 
connection with the problem of the distressed areas ” 
In these areas exceptionally severe and prolonged 
unemployment has led to the contmuance of exception- 
ally high onerous rates, chiefly for poor rehef- The 
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effect of these high rates, falhng upon local mdustnes 
which are already depressed and upon local shopkeepers 
and householders who are already impoverished, has 
been evil and cumulative Not only has a train of 
unecononuc diversions been set up, but, in so far as the 
labour and capital in these areas has lacked mobihty, 
either towards other places or other uses, a mass of 
locahsed unemplo3mient, both of men and of machines, 
has become chrome, while new industries, for a variety 
of reasons, have gone elsewhere The solution of this 
problem extends beyond the scope of pubhc finance, 
but there is a strong case for a subsidy to smtable new 
mdustnes setting up in these areas * 

§ 13 To sum up the mam conclusions of this 
chapter, it is probably impossible to impose heavy 
taxation m a modem commumty without thereby 
causing some check to production How severe this 
check will he, in respect of any given tax revenue, will 
depend both upon the character of the taxes imposed 
and upon the character of the taxpayers The check 
may be exercised m three ways The first is through 
the effects of taxation on abihty to work and save, 
the second is through its effects on desire to work and 
save , the third is through diversions, due to taxation, 
of economic resources as between different employments 
and locahties It is imder the first head, and especially 
as a result of reduced abihty to save, that the check is 
most certam and probably most serious Under the 
second, much depends on the character of the tax- 
payers, or, m technical terms, on the elasticity of their 
demand for mcome A check to production under this 

< For a furtlier discussion of the effects of local rates on employ'* 
ment see Ch. Xll, §3 
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head is not inevitable , on the contrary, a stimulus to 
production is a possibility Under the third head, 
much depends on the wise selection of taxes Here, 
agam, a check to production is not mevitable, and a 
stimulus is possible 

If all the proceeds of taxation were spent on waste, 
which contributed nothing to economic welfare, then 
any check to production as a result of taxation would 
be a clear economic loss But, if the proceeds of 
taxation are wisely spent, the stimulus to production 
due to this expenditure may be far stronger than 
the check to production due to taxation Pubhc 
finance, viewed as a whole, would then be responsible 
for increasmg production * 


* It lias been well said that ** the whole tendency of modem 
economic reasomng is to lay less stress on the ejffects of this or that 
action m stimnlating or checking the moftves for displaymg this or 
that kind of activity, and more stress on its effects m expanding 
or contracting the sources from which that activity emanates A 
high income tax, the proceeds of which are devoted partly to debt 
reduction and partly to measures of pubho health and education, 
may well have a beneficial efiect on the sources of both savings 
and business enterprise far outweighing any discouraging effect it 
may exercise on the incentives to display those activities " (I> H 
Rohertson, Economtc Journal, December, ig^y, p 580) In practice, 
effects upon ability to work and save are hk^y to be much more 
important than effects upon willingness to do these things This 
apphes to the effects, both of taxation and of pubhc expenditure, upon 
production (Compare Ch XVIII ) Abihty is mainly determined 
^y fundamental reaUties , willingness depends largely on superficial 

conventions 
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THE EFFECTS OF TAXATION ON 
DISTRIBUTION 

§ I It IS generally admitted that we should study 
the effects of taxation on production, and that, other 
thing s bemg equal, one tax system is preferable to 
another, if it has less tendency to check production 
It IS not generally denied that the effects of taxation 
on distribution are also worthy of study, but it is less 
commonly admitted that, other thmgs bemg equal, one 
tax system is preferable to another, if it has a stronger 
tendency to check mequahty The German economist 
Wagner deserves credit as bemg one of the first to 
msist that taxation should be used to reduce the 
mequahty of mcomes His so-called “ socio-pohtical " 
view of pubhc finance displeases certain other high 
authorities, but it is sound m prmciple, and is 
mcreasmgly adopted m modem practice For a less 
unequal distribution is no less desirable than an 
increased production of wealth.* 

* The ideal distnbtitioii, from an economic point of view, is that 
which causes a given amount of production to yield the maximum 
of economic welfare This ideal is not, ther^ore, an absolutely 
equal distribution, but a distribution " according to needs,'* or, to 
put the same thought into other words, according to capacity to 
make a good use of income In face, however, of the great mequahty 
of mcomes, which prevails m most modem communities, we may be 
reasonably sure that any practicable reduction m mequahty will 
give us a closer approximation to the ideal distribution And, 
therefore, it is legitimate to assume, as a first approximation to 
reahty, that the relation between mcome and economic welfare is 
the same for all members of the commumty 


*80 
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§ 2 It has been remarked above that the measure- 
ment of the inequahty of mcomes raises some difScult 
problems, — ^incidentally this is also true of the measure- 
ment of production, — and that, until these have been 
solved, the comparative effects of different tax systems 
on mequahty cannot be precisely determmed But 
certam broad conclusions readily emerge 

A regressive tax system tends to mcrease the 
inequahty of mcomes So does a proportional, or 
even a mildly progressive, tax system * But a more 
sharply progressive tax system tends to reduce 
mequahty and, the sharper the progression, the stronger 
this tendency " Considerations of distnbiition, there- 
fore, lead us towards the most sharply progressive tax 
S3^tem that is practicable A rough approximation to 
such a system is that referred to m Chapter IX, § 2 m 
our discussion of the prmciple of mmirminn sacrifice. 
All mcomes above a certam level would be cut down 
to that level, and no mcomes below that level would be 
taxed at all From the economic, as distmct from the 
eqmtable, pomt of view, and so far as considerations of 
distribution only are concerned, this, with certam mmor 
adjustments, would be taxation accordmg to abihty to 
pay Considerations of production may make so sharp 
a progression undesirable But the case for a marked 
degree of progression may be taken to be firmly 
established 

It was, however, pomted out m another connection 
m the last chapter, and may be repeated here, that 

* See Ch IX, §5, and Note to Ch. IX, §5 

* Yet another tncky problem of measurement, that of the degree 
4 >f pYOgress%veness of a tax system, may be mdxcated, but will not bo 
pursued here It is examined m the Note at the end of this 
<^pter 
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public authonties controUmg comparatively small areas 
must face the possibihty that their tax pohcy may dnve 
persons and capital outside their areas A small 
commumty, mstitutmg a tax system much more 
progressive than those of its neighbours, might well 
cause such an exodus and suffer by it The larger 
the areas over which strongly progressive tax systems 
operate, and the smaller the mobihty of persons and 
capital across their boundaries, the less serious is this 
danger 

§ 3 A poll tax, equal m amount for each taxpayer, 
is the simplest of all taxes If all mcomes were equal, 
it would be a proportional tax of great practical 
convemence But, if incomes are unequal, it becomes 
a regressive tax and, the greater the mequahty, 
the greater the degree of regression It is, 
therefore, unsuitable to the conditions of modem 
communities 

Taxes on commodities of wide consumption are 
generally regressive, smce, as a rule, the larger a 
person’s mcome, the smaller the proportion of it which 
he spends on any one such commodity Thus taxes 
on food are generally sharply regressive So are taxes 
on tobacco and the cheaper sorts of alcohol An ai 
valorem tax on a commodity is less regressive than a 
specific tax, smce the former differentiates to some 
extent against consumers of the more expensive 
qualities A proportional tax on mdividual expenditure 
(smce the ratio of expenditure to mcome falls as mcome 
increases), and a sales tax, which consists, m effect, of 
a large number of taxes on particular commodities, are 
similarly regressive But taxes on luxuries may be 
progressive, at least broadly, as between nch and poor. 
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Bntjsli local rates, on the other hand, m so far as they 
fall on occupiers, are broadly regressive, both in 
particular rating areas and, stiU more, m the country 
as a whole For the rateable value of dwelling houses 
IS a diirumshing proportion of mcome, as income 
mcreases, and rates m the pound are higher m poor 
th^ m rich districts. If a tax system, which includes 
regressive taxes, is to be progressive on the whole, it 
must contam other taxes, which are themselves 
progressive and exercise a stronger influence on the 
general Character of the tax system 

§ 4 Apart from luxury taxes, the most important 
taxes, which are easily made progressive, are mcome 
and inheritance taxes and general taxes on property 
An mcome tax may be made progressive by means 
of a graduated scale of rates, larger incomes bemg 
taxed at higher rates than smaller ones This pnnaple 
may be apphed directly, each taxpayer making a 
return of his total mcome and bemg charged on it at 
the appropriate rate But, for administrative reasons, 
it is more convement to apply it to a large extent 
mdirectly Thus the Bntish mcome tax law imposes a 
standard rate of tax, which is deducted from most 
taxable mcome before it reaches its recipient, who may, 
however, claim some repayment, if his total mcome is 
less than a certain amoimt 'Ihis is supplemented by 
an additional graduated tax, or surtax, on the larger 
mcomes only, and by a system of exemptions and 
allowances specially affectmg the smaller mcomes 
The tax is progressive as between different sections of 
mcome tax payers and thus helps to counter-balance 
the effect of regressive taxes m the tax system as a 
whole But it IS not, of course, progressive as between 
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the various sections of those who are exempted, and 
may leave the tax S 5 rstem regressive as regards the 
latter, though progressive over the higher ranges 
of income Progression m the British mcome tax 
is also secured, to a small degree, by limitmg differ- 
entiation in favour of mcome from work, as agamst 
mcome from property, to mcomes below a certain 
level 

A further argument m favour of such differentiation 
is that an mcome from property will generedly 3neld a 
larger amount of economic welfare than an equal 
mcome from work, smce agamst the economic welfare 
derived from the latter must be debited the disutility, 
or subjective cost, of the work itself, the need of the 
worker to hve near his place of work, and his greater 
need, as compared with the property owner, to make 
provision for the future * The mcome from work 
should, therefore, be taxed at a lower rate than the 
equal mcome from property, if each taxpayer is 
to make a proportional sacrifice of economic welfare 
and, a fortton, if the total sacrifice of the two, corre- 
sponding to a given total tax contnbution, is to be a 

TTiimTnnm 

An important question, specially ansmg m coimec- 
tion with mcome tax, but relevant to the character of 
the whole tax system, is that of the allowances which 
diould be made for the domestic circumstances of the 
taxpayer Under the British mcome tax law, the 
mcomes of a husband and wife are treated, substan- 
tially, as a smgle taxable mcome, and allowances from 
this taxable mcome are then given m req)ect of the 

* Pnmaxily, because all income from work is, m the language of 
accountancv> mcome from a wasting (human) asset 
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wife and of any children under sixteen years of age. 
It IS sometimes suggested that mamed women’s 
mcomes should be taxed mdependently of their 
husbands But, if this were done, a progressive 
mcome tax would fall more heavily upon a mamed 
couple, one of whom had an mcome of ;f8oo a year an d 
the other nothmg, than upon a mamed couple, each 
of whom had an income of £/{.oo a year And there is 
no good reason, either m equity or economy, for such 
a difference of treatment Unless, however, the 
mcome tax payable by a man with a given taxable 
mcome and no dependants is made greater than that 
payable out of a family mcome of equal size, on which 
two or more persons have to be supported, mere 
graduation of the rates of tax wiU not brmg any 
close approach to taxation accordmg to abihty 
to pay 

§ 5 It is a fundamental weakness of a sales tax 
that it cannot make allowances for domestic circum- 
stances, and indeed that it tends to fall more heavily, 
as between taxpayers of equal mcome, on those who 
have the largest number of dependants Nor is it 
possible, except by a very elaborate differentiation of 
the rates of tax on various commodities, to make a 
sales tax progressive as between different taxpayers 
of unequal mcomes It would probably be necessary, 
for this purpose, to extend the scope of the tax to 
cover the sale of personal services And this would 
greatly mcrease its admimstrative diffculties A 
practicable sales tax tends almost mevitably to be 
regressive 

A progressive tax on mdividual expenditure might, 
indeed, be obtamed by the exemption of savings from 
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a progressive income tax But smce, as a rule, the 
larger the mcome, the larger the proportion saved, 
a very steep rate of progression on incomes, t e , on 
expenditure plus savings, might be required m order 
to produce a tax which should be even mildly pro- 
gressive on expenditures * It follows that the complete 
exemption of savmgs from mcome tax would make it 
very difficult to construct a progressive tax system, m 
which the mcome tax was a prominent feature It has 
already been pointed out that, if it is desired to 
stimulate savmg through the agency of pubhc finance, 
this can be better done through appropriate pubhc 
expenditure than through the tax system 

§ 6 An inheritance tax may be assessed and 
graduated m various ways It wiU, as a general rule, 
be progressive as between mhentors, if, on the occasion 
of any particular death, it is assessed on a progressive 
scale on the amounts inherited by different individuals 
MiU's proposal to fix a maximum sum, more than 
which no mdividual should be allowed to inherit, only 
imphes a specially sharp progression m a tax of this 
kmd But, if the same mdividual receives separate 
inheritances on different occasions, comphcations arise 
Thus a person who receives two legacies of ■£l,ooo each 
will be less heavily taxed than one who receives a 
smgle legacy of £2,000 It would, therefore, be 
desirable, from the pomt of view of distribution, to 

* For example^ if A's mcome is £iio, ooo, of which he saves 0,000, 
and B's mcome is ;£5,ooo, of which he saves 1,000, then a given 
rate of expenditure tax on A is arithmetically equivalent to half 
that rate of mcome tax, and a given rate of expenditure tax on B 
to four-fifths of that rate of mcome tax It follows that, if the 
rate of tax on A*s «penditure is to exceed, even shghtly, ^e rate 
on the rate on A's mcome must be nearly double f^e rate on 
B'S 
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graduate an inheritance tax, not only according to the 
amounts received by inheritors, but also according to 
the amounts of wealth which the latter already possess 
Attempts were made to apply this prmciple after the 
war both m Germany and m Italy, but they were 
abandoned owmg to admmistrative difficulties Many 
inheritance taxes are assessed on other bases The 
British estate duty, for mstance, is assessed on a 
progressive scale on the total value of the property 
psissing at death, regardless of its distribution among 
inheritors, and the British legacy and succession duties 
are progressive accordmg to the remoteness of the 
relationship of the inheritor to the deceased Neither 
of these principles of progression necessarily leads to 
progression as between inheritors In practice, the 
British estate duty probably does so m the majority of 
cases, since testators generally leave most of iiieir 
property to a few fortunate persons But the duty 
would fall more heavily, both absolutely and pro- 
portionately, upon an estate of 3^50,000, to be equally 
divided among five inheritors, than upon an estate of 
£40,000 passing to a smgle inh eritor The legacy and 
succession duties, on the other hand, are often 
regressive on inheritors, smce testators generally leave 
more to near than to distant relatives, and very httle 
to persons who are not related to them 

The conclusion is that an inheritance tax, m order 
to contribute most surely to the progressiveness of a 
tax system, should be assessed on a progressive scale 
both on mdividual inheritances and also, if practicable, 
on the wealth of inheritors * A heavy inheritance tax 

* Such a tax could be supplemented by anothec based on 
Rignano’s principle, referred to m the last chapter 
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further tends shghtly to reduce the mequahty of 
incomes by stunulatmg gifts %nter mvos from the old tc 
the yotmg, -with the object of avoidmg the tax But 
this tendency is less powerful than might be supposed, 
since those who receive such gifts are generally those 
who would otherwise have inherited a httle later, and 
smce, when the tax is successfully avoided, the 
recipients are richer than they would have been, if 
they had had to pay it In prmciple, gifts from the 
hvmg should be taxed on the same footmg as gifts 
from the dead But here again there are adminis- 
trative dtfi&culties, though they could probably be 
overcome. 

§7 A general property tax may obviously be 
made progressive as between property owners by 
means of graduated rates, exemptions and allowances 
It has been pomted out above that the capital value of 
property is generally a less satisfactory basis of tax 
assessment than its einnual value, or, m other words, 
than the mcome derived from it But there is some- 
times a strong case for a progressive tax on the value 
of property held by mdividuals Such a case arises, 
for mstance, m connection with the huge war debts 
of to-day, which, as argued below,* might with advan- 
tage be greatly reduced, if not entirely paid off, by 
means of a tax of this kmd imposed, not annually, but 
once for all 

It is an argument m favour of a graduated property 
tax that it strikes, more heavily than an equally 
progressive mcome tax, great wealth held passively by 


« S«e Ch XXin 
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elderly people, and strikes the young and middle aged 
more lightly * 

In the Uiuted States taxable income is defined so as 
to mclude “ capital gams,” t e , any mcrease mthe value 
of the taxpayer’s capital durmg the year of assessment 
When security prices are nsmg, this provision mcreases 
the progressiveness of the tax system But, “ capital 
losses ” bemg treated as a deduction from taxable 
mcome, it operates even more strongly m the opposite 
direction, when prices fall Thus Mr Pierpont Morgan 
was able m 1931-33 to prove to the Federcd tax- 
collectors that he had no income ” His mcome, m 
the ordmary sense, was still gigantic So was the value 
of his capital, which had, however, suffered some declme 
from the high levels of previous years 

§8 The pnnaple of progression may also be 
mtroduced mto other taxes A tax on land values, for 
example, may be made progressive on the total value 
of land owned by mdividuals, with a minimum of 
exemption The Australian Commonwealth land tax 
is of this type. Such a tax tends to produce a more 
equal distribution of land, though not necessarily of all 
wealth, m private ownership For a big landowner, 
by selling half his land as measured by its value, wiU 
escape more than half his tax. 

On the other hand, some taxes, which at first sight 
appear progressive, are disappomtmg m this respect on 
a d.oser exammation Take, tor example, a corporation 
tax, progressive accordmg to the ratio of the profits 

' In general, capacity to make good use of mcome, m excess of 
a moderate amount, rapidly diminishes as old age sets m I ofEer 
this concession to those who challenge the assumption that the 
relation of mcome to wdfare is the same for all members of the 
community 
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to the capital of a business Such a tax is not 
necessarily progressive on individual incomes denved 
from businesses subject to it For a dividend of 
5 per cent on an mvestment of ^fs.ooo m one company 
would be taxed at a lower rate than a dividend of 
10 per cent on an mvestment of £x,ooo m another 
Still less IS it necessarily progressive on individual 
mcomes from property, for mcomes, however large, 
from pubhc securities or land would escape it, while 
mcomes, however small, even below the level of income 
tax exemption, would be taxed, if denved from 
busmesses subject to it * The latter argument 
apphes also to a corporation tax at a fiat rate, 
such as the Bntish corporation profits tax, now 
repealed 

§ 9 It is sometimes claimed that a protective 
tariff might succeed, not only m mcreasmg production, 
but also m improving distribution by reducing the 
inequality of mcomes. Theoretically, it rmght do tins 
m either of two ways It might, on the one hand, tax 
imported commodities competmg with those home 
mdustnes, m which wages were comparatively high, 
and thus tend to divert production and employment 
from other mdustnes, m which wages 'were lower, to 
these more favoured mdustnes And it might, on the 
other hand, — and for this purpose it would not alwajrs 
need to be protective — ^tax imported commodities 
mainly consumed by the rich, and thus not oiily secure 
some revenue from the latter, but also tend to substitute 
for such imports others, which would be more useful, 

X Sunilarly the taxation of Co-operative Societies is objection- 
able. from the pomt of view of distabntion, smce the majonty of 
their members are comparativdy poor 
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directly or indirectly, to the majority of the com- 
munity 

Both these results are theoretically possible, but 
probably of small practical importance If it is desired 
to improve distribution by taxation, more direct and 
powerful methods, such as have been referred to m 
earher sections of this chapter, are available 

§ 10 It is mteresting to notice the extent to 
which the British tax S57stem has, smce the beginning 
of the present century, become progressive This was 
well brought out by Sir Herbert Samuel’s comparison 
of the distribution of the direct money burden of 
taxation in the three years 1903-4,1913-14 and 1918-19 * 
His estimates exclude local rates, stamp duties and 
excess profits duty, but treat as a tax the profits of the 
Post OflSce It IS assumed, to facilitate the calculation, 
that death duties are insured agamst by aimual 
premiums, which are regarded as aditional income tax 
on mcomes from property,* and it is also assumed 
that all taxes on commoities are wholly paid by 
consumers 

He shows that indirect taxes were sharply regressive 
in each of the three years, but that direct taxes had 
become more and more progressive The tax system 
as a whole shows the following evolution durmg this 
period 

* See his paper m the Journal of the Royal St€U%st%cal Soctety^ 
March, 1919 

* This assumption is not legitimate, smce, as was pomted out m 
Ch VII, §2, the mcidence of an mhentance tax is on the successor, 
and not on the predecessor But it is difhcult to make an allowance 
here, on a correct basis, for an inheritance tax, smce this is paid by 
the successor at a tune when, by reason of his net succession, he is 
movmg mto a higher income class 
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Percentages of Incomes Paid in Taxes 


Taxpayer's 

Annual 

Income Incomes from tv ork 

^ 1903-4 1913-14 1918-19 

Incomes from property 
1903-4 1913-14 1918-19 

50 

9 I 

8 7 

— 

9 I 

8 7 

— 

100 

6 2 

6 0 

13 8 

6 2 

6 0 

13 8 

150 

5 0 

4 9 

H 

H 

0 

5 0 

4 9 

II 0 

200 

5 6 

4 8 

10 3 

7 8 

7 0 

12 4 

500 

6 6 

5 8 

13 I 

8 8 

9 9 

H 

00 

H 

1,000 

7 4 

6 6 

19 4 

10 3 

12 2 

26 5 

2,000 

6 6 

5’8 

25 6 

9 8 

0 

W 

H 

33 6 

5*000 

5-6 

6 8 

37 2 

9 6 

12 4 

43 5 

10,000 

5*1 

8 I 

42 6 

9 5 

15 I 

50 3 

20,000 

4.9 

8*3 

47 6 

10 0 

16 0 

58 I 

50,000 

48 

8*4 

50 6 

0 

H 

18 I 

63 9 


Taken broadly, these figures show that m the first 
year the tax S37Stem was, on the whole, distinctly 
regressive on incomes from work, regressive on mcomes 
from property up to between £150 and -£200 a year, 
then shghtly progressive up to about £1,000 a year 
and then roughly proportional 

In the second year it was stiU regressive on mcomes 
from work up to between £200 and £300 and on 
incomes from property up to between £150 and £200 
On incomes from work between £500 and £5,000 it was 
roughly proportional, and above £10,000 agam roughly 
proportional, but at a shghtly higher rate On incomes 
from property above £200 it was, on the whole, mildly 
progressive, with a proportional patch between £1,000 
and £5,000 
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In the third year regression was still found on 
incomes from work up to between £200 and £500 and on 
mcomes from property up to between £150 and £200 
Above these pomts the tax system had become con- 
tmuously progressive on both sorts of mcome, and the 
scale of progression had been steepened to a degree, 
which would have seemed mcredible both to the 
Chancellors of the Exchequer and to the economists of 
the Victorian Age But there was no reason to suppose 
that we had reached m 1918-19 the himts of practicable 
or desirable progression The persistent element of 
regression among the smaller mcomes was largely due 
to the mamtenance of taxes on food, and was a serious 
blot, from the pomt of view of distribution, on the tax 
system as a whole 

§ II. Sir Herbert Samuel’s estimates were revised 
m 1927 by the Colwyn Committee, which added similar 
estimates of its own for the years 1923-24 and 1925-26 
These are given m the Note which follows this chapter. 

They will be seen to mdicate that, as regards 
mcomes from work, the rates of taxation on the smaller 
mcomes, up to between £200 and ;^5oo, were mcreased 
between 1918-19 and 1923-24, while they were decreased 
on the larger incomes Between 1923-24 and 1925-26 
they were decreased over the whole range of mcomes, 
but remamed higher on the smaller mcomes, and lower 
on the larger mcomes, m 1925-26 than m 1918-19 
The element of regression on the smaller mcomes 
contmued and its range actually mcreased, reaching in 
the two later years to mcomes somewhere between 
£500 and £1,000 

The Colwyn Committee made no estimate, as Sir 
Herbert Samuel had done, of taxation on mcomes 
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wholly denved from property They dealt mstead with 
mixed mcomes, denved half from work and half from 
property Their figures show that the changes, 
between 1918-19 and 1925-26, in the relative rates of 
taxation on those mixed incomes were roughly similar 
to the correspondmg changes in the case of mcomes 
from work 

The broad conclusions which emerge are that the 
Bntish tax S5^tem between 1918 and 1926 mcreased 
its regressive pressure on the smaller incomes, and 
dimimshed its progressive pressure on the larger,* and 
that the range of regression widened, while the range 
of progression narrowed From the pomt of view of 
distnbution, therefore, the Bntish tax system 
detenorated durmg this penod 

It should, moreover, be noted that the effects of 
progres^ve taxation on distnbution may be offset, from 
the side of pubhc expenditure, by the effects of regressive 
grants “ The growth of the national debt is highly 
relevant here Givmg evidence m February, 1925, 
before the Colwyn Committee, I pomted out that " the 
present annual 5ueld of mcome tax and super-tax 
(£^326,000,000) is only shghtly greater than the present 
annual mterest charge on the debt (£305,000,000), and 
falls short of the present annual charge for mterest and 
smkmg fund combmed C£35o.ooo,ooo) In 1913-14 
mcome tax and super-tax, yieldmg £47,000,000, covered 
the total debt charges, £25,000,000, nearly twice over 
Now, broadly speakmg, it is the mcome tax payers who 

• 

* As to changes m the degrees of regression and progression see 
the Note to this Chapter, §3 

* A system of regressive grants involves greater proportionate 
additions to large mcomes than to small 'See Ch XVlI, €3, and 
Ch XIX, 
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themselves receive the mterest on the debt Leavmg 
external debt out of account, the collection of income 
tax and super-tax and the payment of interest resolve 
themselves into mere transfers of wealth within a 
comparatively small section of the commumty The 
present situation, therefore, is that mcome tax and 
super-tax payers, as such, have practically ceased to 
make any contribution to the current expenses of the 
country, as represented by the Supply Services ” The 
features of the situation, which I then depicted, 
became more marked in the next few years, owmg to 
reductions in the rates of mcome tax and super- 
tax, without a correspondmg reduction m the debt 
charges * 

Smce 1926 there have been many changes, pomtmg 
different wa3rs, but no new comprehensive exammation 

* In confirmation of my argument on this pomt, I quote the 
follo'wing passage from Professor Pigou’s Ftnawce (p 244) It 

vnll be observed that he is dealing with the situation more than a 
year later than the date of my evidence before the Colwyn Com- 
mittee, after the rates of income tax and super-tax had already been 
reduced by the Fmance Act of 1925, that he credits the wealthier 
classes with their contribution to the death duties, and that he 
excludes from the balance sheet the mterest and smkmg fund on the 
external debt In 1925-26,” he wates, ” the net produce of mcome 
tax and super-tax was ;^295,ooo,ooo and of death duties £ 50 , 000,000 
makmg ;£345,ooo,ooo m ail, while the mterest on the mtemal debt 
amounted to 273,000, 000 When to this is added management 
expenses, and, say — ^to make allowance for foreign debt — six- 
sevenths of a ;^5o,ooo,ooo sinking fund, it appears that practically 
the whole of the contribution to the national revenue made by the 
mcome tax paymg class was absorbed m financmg a debt m the 
mam held by members of that class, nothing bemg left over for 
general government services It is certam that, had the war been 
financed out of taxes, so that no aftermath of mtemal debt remamed, 
tile mcome tax paymg class would have been called upon for a 
very substantial contnbntion towards those general services Thus 
resort to the method of loans has enabled them to escape, at the 
expense of poorer persons, from a heavy burden of charges, which, 
had the tax method been more largely employed, th^ must 
mevitably have borne ” 
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of theix effects Probably, on balance, there has been 
a further deterioration, to which the adoption of a 
protective tanff has contributed As against this, 
conversion operations have reduced the debt charge 


Note to Chapter XI 

§ X The purpose of this Note is twofold, first to 
reproduce, in summary form, the statistical conclusions 
of the Colwyn Committee on the distribution of the 
burden of taxation and, second, to examine more closely 
the conception, and measurement, of “ progressiveness” 
m a tax system 

The Colw3m Committee revised Sir Herbert Samuel's 
figures on the basis of alternative estimates of the 
consumption m past years, at various mcome levels, 
of taxed commodities Their estimates of such con- 
sumption, and hence of rates of tax on t5p>ical mcomes, 
are generally lower than his. But I doubt whether 
they are likely to be much more accurate They 
exclude Post Of&ce profits, which he had mcluded, but 
otherwise retam his framework, mcluding his assump- 
tion that the taxpayer has a wife and three dependent 
children They add comparable estimates for the 
years 1923-24 and 1925-26 The estimates for 1923-24 
show, as compared with 1918-19, the effect of the first 
four British post-war Fmance Acts Those for 1925-26 
show, as compared with 1923-24, the effect of the 
Fmance Acts of 1924 and 1925 The chief feature of 
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the Act of 1924 was Mr Snowden’s reduction of food 
taxes, the chief feature of that of 1925 was Mr 
Churchill’s reduction of income tax and super-tax, 
partially balanced by his increase of the estate duty 
The chief eflEect of the Act of 1924 was to reduce 
taxation on the smaller incomes, that of the Act of 1925 
to reduce it on the larger 

The estimates of the Colwyn Committee are 
summarised m the following table* I have already 
commented, m the last chapter, upon the mam changes 
which they indicate. 

Percentages of Incomes Paid in Taxes 


Taxpayers* 

Annual 

Income Incomes wholly from work 


£ 

1903-4 

1913-14 

1918-19 

1923-24 

1925-26 

50 

8-7 

8 0 

— 

— 

— 

100 

5 6 

5 4 

9 9 

14*1 

II *9 

150 

4*5 

4 4 

9*0 

13 5 

II 6 

200 

4 8 

4 0 

7.9 

11*8 

10 2 

500 

5 3 

4 4 

10 2 

8 0 

6 2 

1,000 

6*1 

5-2 

16-9 

14*1 

11*0 

2,000 

5*7 

4-9 

24 0 

17 9 

15*^2 

5»ooo 

5 5 

6 7 

36 6 

28*5 


10,000 

5 0 

8-0 

42 5 

37*1 


20,000 

4.9 

8-3 

47-6 

42*3 

37-5 

50,000 

4*8 

8*4 

50 6 

48 0 

44*4 


* See Report, pp Q4-5* 
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Taxpayers* 

Annual 

Income Incomes half from work and half from property 


£ 

1903-4 

1913-14 

1918-19 

1923-24 

1925-26 

50 

9 5 

8 8 

— 

— 

— 

100 

6 8 

6 6 

II -I 

15 3 

13 0 

150 

5 7 

5 6 

10 2 

14 7 

12 7 

200 

6*0 

5 3 

9 I 

12 9 

II 3 

500 

6 5 

7 I 

13 5 

9 9 

8 4 

1,000 

7 8 

8*3 

20 6 

16 9 

14 4 

2,000 

7 4 

8 4 

28 I 

21 5 

19 3 

5,000 

7*5 

9 6 

39-2 

32 6 

29 5 

10,000 

7 6 

11 8 

46*3 

43 0 

40 I 

20,000 

7 7 

13 0 

52 3 

51 4 

48 7 

50,000 

8 0 

13 6 

58*2 

60 7 

57 7 


§ 2 Tunung from statistics to theory, it is a simple 
idea, with which some econoniists have rested content, 
that, if a rate of tax t falls upon an income x, the pro- 
gression, or " degree of progressiveness,” of taxation 

dt 

may be measured by ^ Accordmg as this is positive, 

zero or negative, we have progressive, proportional and 
regressive taxation respectively If it is both large and 
positive, we shall naturally speak, thinking m terms of 
a graph, of steeply ” progressive taxation 

But this idea, though useful as a starting pomt, does 
not carry us far It only relates to progression at a 
parhcular point on the tax scale It throws no hght on ^ 
the degree of progression of the tax scale as a whole 
This more; general conception may be approached 
from several alternative angles. The first is as follows 
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Begin, as m the Note to Chapter IX, § 4, with a 
community consistmg of two taxpayers only, A and B, 
of whom A has the larger income Let the rates of 
tax falling upon their mcomes be and respectively 
Then the degree of progression of this elementary tax 
system may be convemently measured either by 

t,—t 

p^k —Q, or by p=k . / / , when ife is a constant. 

The second of these two formulae is to be preferred, 
in accordance with the rule that relative are better 
than absolute measures of dispersion Here agam, if 
p>o, we have progression, if p—o, we have pro- 
portionality ; if p<.o, we have regression 

We have now to generahse this formula for a more 
populous commumty Of what more general measure 
of dispersion is it a particular case ? Obviously of 
several The two simplest are the relative mean 
deviation and the relative mean difference (The 
former, for n quantities, is the average of their devia- 
tions, all taken positively, from the arithmetic mean, 
divided by the arithmetic mean itself. The latter is 
the average of the differences, aU taken positively, 
between all possible pairs selected from these « 
quantities, divided by the arithmetic mean ) 

If, then, we have « incomes, x^, arranged 

in descendmg order of magmtude, and if the respective 
rates of tax are it would seem that the 

degree of progression of the tax system may plausibly be 
measured either by the relative mean deviation, or by 
the relative mean difference, of Between 

these two alternative measures, theie is pritna facie 
nothing to choose. In general, though not always, 
they will corroborate each other’s evidence. 
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But a furtlier condition must be added These 
measures are only directly applicable, if t^, 
likewise fall either mto a contmuously descending, or 
into a contmuously ascending, order of magnitude In 
the former case we have contmuous progression m the 
tax scale, m the latter case contmuous regression * In 
both cases a simple measure, either positive or negative, 
of the degree of progression of the tax scale as a whole 
can be obtamed For regression is only negative 
progression But, if the tax scale contams one or more 
ranges both of progression and of regression, no such 
simple measure can be apphed The progression oi 
regression of each range must then be measured 
separately 

Here agam we may rest content with a series ol 
such separate measures over defined ranges of income, 
or we may seek to combme them mto one single measure 
for the tax scale as a whole This raises a further 
question What formula for combmation will be 
appropriate ? 

This question invites a lengthy mathematical 
discussion, on which I shall not here embark But 
obviously the answer depends upon the relative weight 
to be attached, m formulating a single measure, to the 
component measures for the separate ranges And this 
suggests a further distmction 

When we speak of the degree of progression of a 
tax system, we may mean either of two things We 
may mean, on the one hand, the degree of progression 
of the tax scale ttself, regardless of the distribution of 
mcomes along the scale Or, on the other hand, we 

^ And, of course, -d ^ ^ ttx, we have contmuouc 

propoi^Lonality 
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may mean the degree of progression of the xncxdence 
of the tax scale, taking accoimt of the distribution of 
mcomes along it This distmction is a particular case 
of that between an unweighted and a weighted mdex- 
number Evidently the second meanmg is the more 
significant, for parts of the tax scale will be more 
densely populated by taxpayers than other parts, and 
some parts may be wholly unpopulated, so that the 
scale IS, to that extent, inoperative and merely 
hypothetical But evidently, also, the first meaning is 
often the only one which it is practicable to adopt, 
owmg to inadequate knowledge of the distribution of 
taxable mcomes 

If x^, x^, are actual individual mcomes, our 

measure of progression bears the second meanmg ; if 
they are only representative mcome levels, it bears the 
first In fact, the enquiries of Sir Herbert Samuel 
and the Colw3m Committee do not teadh beyond 
representative mcome levels ; they take no accormt of 
the number of dwellers at each level. Provisionally, 
therefore, we will accept this first meaning of pro- 
gression 

§ 3 A few easy sums m arithmetic will illustrate 
concretely the precedmg argument. Take the five 
tax scales of the Colwyn Committee set out above, 
afiectmg mixed incomes, half firom work and half 
from property, and calculate the correqiondmg 
measures of regression and progression Let the 
measure apphed be the relative mean deviation 

The first scale, for 1903-4, divides mto no fewer than 
four ranges, regressive below £150, progressive between 
£150 and £1,000, regressive between £1,000 and £2,000, 
progressive above £2,000. The measures of progression 
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for these four ranges are — a, + *1, — •o3and-j- *002 
respectively The scale as a whole is not far from 
proportionahty, with regression on the smallest incomes 
as the most marked departure from this general feature 
The second, third, fourth ahd fifth scales all divide 
mto two ranges, regressive below, and progressive above, 
a certain dividing hne This dividing hne is at £200 
for the second and third, and at ^^500 for the fourth and 
fifth The measures of progression for these two 
ranges respectively work out as follows 

Second scale (19 13-14) — *17 and -f- 28 

Third scale (1918-19) — *07 and -1- 47 

Fourth scale (1923-24) — • 14 and + 46 

Fifth scale (1925-26) — 13 and -|- 48 

These are rough and ready calculations apphed to a 
mere handful of tax rates They illustrate method 
rather than estabhsh secure conclusions They must be 
regarded very tentatively They illustrate also the 
distmction between changes m the general level of a tax 
scale and changes in its shape Thus there were 
substantial reductions, between 1923-24 and 1925-26, 
m the general level of the tax scale But there was no 
substantial change m its shape The element of 
regression was only fractionally dnmmshed, while the 
element of progression was even fractionally increased 
How should these pairs of measures be combmed to 
give a single measure of the progressiveness of the tax 
scale as a whole at the different dates Combming 
on an " rmweighte^ ” basis, we shall simply set the 
progressive plus against the regressive mmus This 
makes each of these four scales progressive on balance, 
them respective measures of progression bemg -j-'ii. 
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+ •40, +*32 and +*35 The first scale, that of 
1903-4, IS, however, regressive on balance, its measure 
of progression being - '13 If, on the other hand, we 
aim at combination on a properly " weighted " basis, 
how shall we weight ? The fact that many more 
individual mcomes fall within the regressive, than within 
the progressive, range pomts to a heavier weight for 
the former The fact that much more taxation is 
collected withm the progressive range points m the 
opposite direction 

§4 The problem suggested by such conflicting 
claims admits of more than one solution, accordmg to 
the shade of meamng which we choose to assign to the 
word “ progressive ” But there is one particular 
shade of meamng, which itself suggests another hne of 
approach to the general conception of the degree of 
progression of a tax scale as a whole Smce the mterest 
of this conception is purely distributional, it is not 
unreasonable to measure the mtensity of progression 
directly, by its effect on distribution, that is to say by 
its effect on the mequahty of mcomes The degree of 
progression of a tax system might then be measured by 
some such formula as 

p—S 

where 5 is the mequahty of mcomes before, and 
the mequahty of net mcomes after, the pa5unent of 
taxation, and ^ is a positive constant, so chosen as to 
allow for the fact that mequahty is mcreased, not only 
by regression and proportionahty, but even by the 
milder degrees of progression * Inequahty, m other 
words, will only be diminished, if ^ is positive and 
greater than k 

« SeeNotetoCai IX. §5 
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But a given " tax-sjrstem,” m the sense of an 
unweighted tax scale, may affect differently the 
inequahty of two different distributions It may even 
increase the mequality of the one and dimimsh that 
of the other Therefore p must be a function, not only 
of the scale of tax rates, but of the distribution to which 
they are to apply In other words, it must be a 
function of a weighted tax scale The hne of approach, 
through effects on mequahty, leads back, therefore, to 
the necessity for weightmg 

§ 5 There is, mdeed, a third hne of approadh to the 
general conception This is the simplest of all and 
the most empirical This hne of approach is through 
the drawing of graphs Draw comparable graphs of 
two tax scales and look at them Sometimes, though 
not always, it will be possible to judge, from mere 
mspection, that the general slope of one is “ steeper,” 
that IS to say more progressive,* than the other And 
sometimes, though not always, this wiU be all that need 
be said, so that no reference to the ambiguities which 
we have been considering will be necessary This 
simple procedure is only apphcable to the unweighted 
tax scale, but it may, if desired, be made more precise 
by measurmg " progressiveness ” by the area Ijung 
between the graph of the tax scale and two axial 
straight hnes at right angles to one another 

It will be evident from this discussion that 
” progressiveness ” m a tax system is a conception 
which admits of more than one defimtion and means of 
measurement Our choice, m relation to any particular 
problem, must depend upon the material in hand and 
the purpose m view 

* Or more regressive, if the slope is reversed 
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SOME OTHER EFFECTS OF TAXATION 

§ I To complete our study of the economic effects 
of taxation, there is a httle more to say 

Connected with effects on production are con- 
siderations of the cost of collection of taxes For 
unnecessarily high cost of collection mvolves a waste 
of labour and matenals, which is equivalent to a 
diminution of production Other things bemg equal, 
the best tax system is that m which the cost of 
collection, m proportion to the revenue collected, is a 

rmnirmim ' 

As a rule, the cost of coUectmg a tax on a commodity 
IS the same, per umt of commodity, whether the rate of 
tax IS high or low * Provided, therefore, that the rate of 
tax IS not so high, as to reduce the revenue 3neld below 
the maximum, the cost of collection, in proportion to 
the revenue yield, is less for a heavy tax than for a 
hght one This is an argument for a small number of 
fairly heavy taxes on commodities rather than a large 
number of hghter ones Agam, cost of collection is 

* One of the beauties of raising revenue by currency inflation, 
Ttrhidbi IS discussed in Ch XV, is that there is practically no cost of 
collection, the cost of pimtmg even very large supphes of paper 
money bemg quite small 

^ Unless the rate of tax is so high as senously to stimulate 
attempts at evasion Thus high import duties may encourage 
attempts at smugglmg, the prevention of which will be an expensive 
matter The mcreasmg use of aircraft m the future is hkdy to 
facihtate smuggling, ci^ecialLy of commodities whose bulk is small 
m proportion to their v^ue 
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generally greater for ad valorem than for speafic duties, 
and speaaUy heavy for elaborate duties, which 
differentiate between commodities from different 
sources of supply 

Similarly, as a rule, the cost of coUectmg an mcome 
tax, or an inheritance tax, at a flat rate is the same, 
per taxpayer, whether the rate of tax is high or low 
It IS, therefore, cheaper to coUect a given revenue at a 
high flat rate from a small number of taxpayers than 
at a low flat rate from a larger number In practice, 
an additional cost of collection is involved m the 
admimstration of exemptions, allowances and graduated 
rates and in the taxation of small incomes An mcome 
tax on small incomes from wages must either be paid 
m one or two annual payments, which inflict great 
hardship on the taxpayer and are difhcult to assess 
owing to weekly variations in wages, or in a larger 
number of instalments durmg the year, an arrangement 
which greatly mcreases the cost and trouble of 
collection, while not altogether avoiding the diffi culty 
of wage vanations Probably the cheapest way to 
collect an mcome tax on wages would be to require 
employers to deduct the tax weekly in the same way 
as they now deduct the workers' contributions under 
the Health and Unemplo37ment Insurance Acts But 
even imder such a system the cost of collection, mclud- 
ing checkmg and supervision, in proportion to the 
revenue collected, would be large British experience 
shows that, m proportion to the revenue collected, cost 
of collection is smaller for mcome and inheritance taxes 
on the relatively rich than for taxes on commodities, 
and smaller for the latter than for mcome tax on the 
relatively poor Income tax on wages, based on 
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quarterly assessments, is specially expensive to collect.* 
This experience supports the view that it is best to tax 
the rich prmcipally through their incomes and 
mhentances, and the poor, m so far as they are taxed 
at all, through a few commodities of wide consumption, 
such as alcohol and tobacco This apphes to all 
commumties which are highly developed mdustnally 
and fairly thickly populated But m commumties 
which are more primitive mdustnally, such as Tndia^ 
or more thinly populated, such as Canada, the cost of 
collection of income tax may be relatively higher as 
compared with taxes on commodities, and especially 
as compared with customs duties For it is often 
cheaper and more convement to tax commodities as 
they cross pohtical frontiers, than as they are produced 
or sold withm these frontiers Thus the cost of 
collection of import and export duties is generally 
lower than that of a sales tax, or turnover tax, yieldmg 
the same revenue 

» Thus, in 1920-21, the cost of collecting 754,000,000 of inland 
revenue, clnefly income tax and death duties on the relativ^y nch, 
was ;£B,50 o,ooo, or i 13 per cent of the yield {Report of Inland 
Revenue Conttntsstoners, 1920-21, p 4 ) With the reductions m the 
rates of tax in subsequent years, the total cost of collectian also 
fell, but the cost per cent of the yield steadily rose, and reached 
I 61 per cent m 1926-27 {Report, 1926-27, p 10) On the other 
hand, m 1920-21 it cost ^^800,000 to collect ^£5,000,000 of mcome 
tax ^om wage-earners, or 16 per cent of the yield (Answer by 
Six Hilton Young to a Parhamentary question on February 14th, 
1922 } By 1928, Mr Churchill informed me m answer to a Parlia- 
mentary question, the cost had nsen to about 33 per cent of the 
yield We may mfer from the Fvnance Accounts 1921-22, pp 6-7, 
that the cost of collecting ;f324,ooo,ooo of customs and excise m 
1921-22 could not have exceeded £6,750,000 or 2 08 per cent of the 
yield The coxrespondmg figures for 1927-28 {FA, 1927-28, pp 6-7) 
were £250,000,000, costmg ^£4,850,000, or i 94 per cent of the yield 
For 1934-35 the cost of coUectmg ;^667,ooo,ooo of revenue of all lands 
was ;^i 2,500,000, or 1*89 per cent {F%nanc%al Statement, i934-55» 
P 19 > 
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The British method of collecting a large part of 
the income tax at the source is cheap and efiScient and 
makes evasion difl&cult It is capable of further 
extension in this country and other governments, 
which have been less successful m checkmg evasion, 
would be wise to adopt it 

§ 3 It is also important to keep the cost of 
collection to the persons from whom the taxes are 
collected as low as possible The ohve growers m 
Turkey, who were legally forbidden to dispose of then 
ohves, even though these should go bad through 
keepmg, until the tax collector had called and counted 
them, would have appreaated this precept Even m 
Western countries taxpayers are often subjected to 
needless trouble m filling up a number of different 
forms, where one would be sufficient, and m replying 
to the demands of a number of different tax collectors, 
whose activities are not properly co-ordmated It has 
been said that, just as a prudent man visits his dentist 
once a year, so a prudent and honest taxpayer should 
pay an annual visit to his Surveyor of Taxes, so that 
his affairs shall be kept m good order with a mimrrmTu 
of mconvemence Agam, some taxes necessarily 
mvolve much cost and trouble to those from whom 
they are collected, even though the latter may be able 
to pass the tax on to others So far as it goes, this is 
an argument agamst such taxes An example is the 
Itahan tax on visitors’ hotel bills, which compels hotel 
keepers to keep meticulously careful accounts in 
duphcate, on prescribed forms, for every visitor, to 
plaster these with stamps, to make periodical returns? 
and to submit their books to frequent and prolonged 
examination by mspectors The cost of collection of 
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this tax to the Italian Treasury must also be consider- 
able. 

§ 3 The efEects of taxation upon the steadiness of 
employment are often misunderstood It is sometimes 
suggested that taxation, espeaaJly of the nch, mcreases 
imemployment But many of those, who entertam this 
idea, seem to suppose that the money collected m 
taxation is put mto a stockmg or thrown mto the sea. 
In fact, of course, it is spent by the pubhc authonties 
concerned A transfer of purchasmg power takes place 
from the taxpayer to the pubhc authority, and there- 
with a transfer of the power to " give emplo3mient ” 
As a result of this transfer, there may be a change m 
the character, but there is not hkely to be any 
appreciable change m the total volume, of the demand 
for labour Taxation, therefore, considered jomtly 
with the correspondmg pubhc expenditure, has no 
general tendency to cause imemplo3nnent There is, 
mdeed, a possibihty that large and sudden changes m 
taxation may mcrease unemployment, through large 
and sudden displacements of labour But this apphes 
equally to taxation of the poor and taxation of the nch 
Further, it apphes to large reduction^, no less than to 
large mcreases, m taxation 

Certain taxes, however, tend, by their very nature, 
to diminish employment An obvious example is a tax 
imposed on employers, m proportion to the number of 
workers they employ, a common feature m the finance 
of “ contnbutory " social insurance. For this is simply 
a tax on employment. Similarly, any tax imposed on 
employers, regardless of the amount of busmess they 
may be doing, or of the amount of profit or loss they 
may be making, tends to dimmish employment m 
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marginal busmesses The heavier the tax, the wider 
the margm affected Local rates, as distmguished 
from income tax, — ^and especially heavy local r^tes — 
operate m this fashion, bemg insensitive to variations 
m employers’ “ abihty to pay ” For this reason it is 
legitimate to regard local rates, and also employers’ 
contnbutions to social msurance, as a " burden on 
mdustry,” m a sense m which income tax is not It 
might, perhaps, be thought that exceptionally heavy 
local rates in certam small areas would tend, not so 
much to reduce emplo3nnent, as to redistribute it 
between firms, mdustries and areas But this is a 
” long run ” view and assumes mobihty Unemploy' 
ment, however, is to a large extent a " short run ” 
phenomenon, due to absence of mobihty Hence the 
urgent problem of the “ distressed areas ” m this 
country * 

It might be possible to reduce unemployment, 
almost to vamshmg pomt, by givmg a sufficient subsidy 
to employment through the medium of changes m the 
mcome tax * Employers nught be given, m respect of 
each of their employees, an allowance m rehef of mcome 
tax, and the loss m revenue might be made good by 
an mcrease m the standard rate of tax This would 
redistribute mcome tax m favour of those who employed 
much labour at the expense of those who employed 
httle, and would redistnbute mdustry m favour of 
concerns emplo3ung a high proportion of labour fo 
capital at the expense of those employing a low 
proportion From the pomt of view of employers it 

* Compare Ch X, §12 

* I owe this mterestmg suggestion to Mr Kaldor of the 
lx>ndon Sch.ool of Bconomica 
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would be equivalent to a reduction of wages, though 
wages would not, m fact, be reduced There would be 
an increase in profits and a saving, both to the Budget 
and the Insurance Fund, on unemployment rehef 
The effect on unemployment of a given subsidy would 
depend on the elasticity of demand for labour With 
ten million working and two milhon unemployed, — 
approximately the situation in this country m 1935, — 
a rehef to employers equivalent to a 10 per cent 
reduction m wages would absorb one million unemployed 
if this elasticity was equal to one, and the whole two 
million if it was equal to two Owing to the lack 
of mobihty, both geographical and occupational, of 
many of the unemployed, this ingemous plan, though 
it might greatly reduce, could not, m fact, withm 
the limits of practical possibihties, abolidi unemploy- 
ment 

Unemployment, within the institutional firamework 
of capitahsm, is not so simple nor so static a problem as 
this Ime of approach suggests It is, m part, a con- 
sequence of fluctuation m new investment and in 
other forms of economic activity But it can be much 
di mi nished by wise pubhc action, mcluding wise pubhc 
expenditure, as will be argued later m Chapter XX 

§4 The habit of concentratmg attention on the 
effects of taxation, to the complete exclusion of the 
effects of the correspondmg pubhc expenditure, has led 
many eminent persons mto error 

Thus Mr McKenna, peaking with the double 
authority of a Bank Chairman and an ex-Chancellor of 
the Exchequer, once estimated the " taxable capacity " 
of the coimtry on the assumption that no money, which 
IS taken m taxation, is available for mvestment in 
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industry * But what of taxation devoted to the 
reduction of pubhc debt ? If A is taxed £100 in order 
to pay off £^00 of B's War Loan, B will almost cert ainly 
reinvest a larger proportion of this amoxmt, than A 
would have invested, if it had not been taken from 
Tiitti * 

Agam, It has been argued by Mr Amery that the 
Health Insurance Act imposes a tax on British mdustry, 
which affords a new and stnkmg reason for " counter- 
vailing ” import duties on foreign manufactured goods 
But, m so far as pubhc expenditure on health succeeds 
in its object of mcreasing the efficiency of British 
workers, it may be said to give a boimty to British 
industry and the “ countervailing ” argument might 
with equal plausibihty be used by an mgemous foreigner 
m search of new excuses for protection m a less healthy 
land 

Fmally, for these mstances must not be unduly 
multiphed, the Daily Mail, m discussing, soon after the 
war, the “ taxable capacity " of Germany for the 
purpose of paymg reparations, objected to a certain 
estimate as too low by comparison with the total of 
British taxation But “ taxable capacity," however 
defined, for the purpose of paymg a war mdemmty to 
another country is obviously less than taxable capacity 
for the purpose of pa5nng for pubhc expenditure m one’s 
own coimtry For, m the former case, part of the 
product of mdustry is exported without any corre- 
spondmg import and the community is to that extent 

* In a speech at the Annual Dinner of the National Umon of 
Manufacturers on June 14th, 1920 See Note at the end of this 
Chapter 

• For an elaboration of this proposition, which leads to important 
practical conclusions, see Ch XVIII, §8 
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poorer, while, m the latter case, no such one-sided 
export IS caused and the community is not necessarily 
any poorer, but may even be ncher, if its pubhc finance 
IS wisely conducted 


Note to Chapter XII 

§ I *' Taxable capacity ” is a common phrase, 
but a dim and confused conception The purpose of 
this Note is more closely to examine this conception, 
which has already flitted across the stage of our 
discussion m Chapter II, § 4, and Chapter XII, § 4. 
We shall notice m the couree of our exammation Sir 
Josiah Stamp’s remarks m Chapter IV of his WeaUh 
and Taxable Capacity, the paper on Taxable Capacity 
and the Burden of Taxation and Pubhc Debt, read by 
Mr. Fmdlay Shirras to the Royal Statistical Society m 
1925 (pubhshed, with the subsequent discussion, m the 
Journal of the Royal Statistical Society, July, 1925), and 
the Report of a Committee of the British Association, 
pubhshed in 1921, on the Effects of the War on Credit, 
Currency, Finance and Foreign Exchanges This last 
report is„in fact, not a report at all, but a symposium, 
containing the conflictmg answers of a number of 
economists and others to the questions, " How is the 
taxable capacity of a nation ascertained ? Has it been 
reached and passed, as Mr. McKenna suggests, in the 
case of Great Bntam ’> ” 

We may begm by distmgmshmg two possible 
senses m which the phrase may be used • (i) the 
absolute taxable capacity of a sm^ commumty, and 
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(a) the relative taxable capacity of two or more com- 
mumties Thus we may ask (i) how much can a 
particular community be taxed, without producmg 
various unpleasant effects > When these unpleasant 
effects result from the operation of the tax system, it 
is possible to say that “taxable capacity has been 
exceeded " m an absolute sense Or we may ask (2) in 
what proportions should two or more commumties 
contribute, by taxation, to a common expenditure? 
If one of ihese commumties is contributing more than 
its due proportion, it is possible to say that its “ taxable 
capacity has been exceeded “ in a relative sense But, 
though it IS possible to use these forms of words, they 
seldom promote clear thinking Some of the problems, 
m connection with which they have been used, are 
qmte unreal, while others, though real and important, 
can be better handled in other terms 

§ 2 Let us first examine the conception of absolute 
taxable capacity I have dehberately begun by statmg 
it vaguely m terms of " impleasant effects “ which 
follow, if it IS “ exceeded " But exactly what 
" unpleasant effects ” shall be taken mto account ? 
All taxation has the unpleasant effect of reducmg the 
taxpayers' mcome m the first mstance, though it may 
sometimes stimulate him to make good the loss, and 
though his loss through taxation may be outweighed by 
his gam through the correspondmg pubhc expenditure 
Much ambigmty has resulted from confusion between 
two extreme ideas, namely capacity to pay without 
suffenng and capacity to pay regardless of suffenng 
In the one case taxable capacity is ml, except for the 
very nch, in the other it is only limited by the tax- 
payers' total resources It is evident that the path of 
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practical wisdom hes somewhere between these two 
extremes, but it is not evident that this path can be 
illuminated by any more precise definition of 
elusive conception 

If we go back to first principles, we may drfine the 
unpleasant effects of " exceeding taxable capacity ” 
merely as a diminution of economic welfare. But, as 
was pomted out m Chapter II, § 4, it is futile to look 
only at taxation and to ignore the correspondmg pubhc 
expenditure, or to assume that this expenditure brings 
no benefit to anyone, but represents simply a sub- 
traction from wealth, which is destroyed or thrown 
mto the sea Yet this seems to be the view of Mr. 
McKenna m the speech which has already been quoted, 
for otherwise it is impossible to make any sense of his 
remarks Sir Josiah Stamp, commenting upon this 
speech, says that Mr McKenna was " doubtless fuUy 
ahve to ” other considerations, but " it would be qmte 
unfair to expect, m an after-dinner statement, on a hot 
evemng in June, any exact review of all the issues 
mvcdved ”* This is a good example of the pohte art 
of charitable interpretation * 

How much pubhc expenditure we can “afford,” 
and hence how much taxation we can advantageoudy 
pay, obviously depends upon the character of the 
pubhc expenditure. Further, the character of the 
pubhc expenditure bemg given, we could, perhaps, 
“ afford ” it, if the taxation was raised m one way, but 
not if it was raised m another For the effects of 
tax-S5?stems, on production, on distribution and m 
other directions, vary, and the gam from a given 
expenditure might be greater than the loss from one 

s Wsalth and TaxabU Capacity ^ p 125 
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tax-system, btit less than the loss from an alternative 
tax-system which raised the same revenue These 
considerations are elementary and have already been 
set out in earher chapters of this book But they lead 
to a very simple and important negative conclusion 
It is qmte impossible to fix any definite sum, or any 
definite proportion of a community’s income, which 
could be said to represent the limits of its taxable 
capacity at any particular time For any such estimate 
would necessarily leave out of account almost every 
factor relevant to a practical decision on pohcy 

§3. In the hght of this conclusion, let us now 
pass m review some of the opmions which have been 
expressed in the piibhcations mentioned above The 
British Association asked m 1921 " How is the taxable 
capaaty of a nation ascertamed ? Has it been reached 
and passed m the case of Great Britain ? ” The best 
and shortest answer to the first question was given by 
Edwm Cannan, who rephed " Nohow " Mr EUmger 
thought that the limit was reached " when so much is 
taken out of the taxpayers’ pockets that the incentive 
to produce is reduced, and when insufficient remains to 
provide the necessary capital to make up for wastage 
and to set to work new workers m an increasmg 
population ” He did not .think that the limit had 
been reached This is a bad answer, (i) because it 
takes no account of pubhc expenditure, (2) because it 
assmnes that, the hmit not having been reached, 
taxation has no tendency to " reduce the mcentive to 
produce,” whereas, m fact, much taxation obviously 
has such a tendency, and (3) because " necessary 
capital ” IS a vague phrase and it is not a mere quantity 
of capital which determines the available quantity of 
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eraplo3rment Sir Hilton Young answered * “ Directly, 
by a census of production only , indirectly, according 
to the fancy of the payer, as to what he likes to call a 
fair measure of it ” The second part of this answer, 
which indicates a certam scepticism, is better than the 
first, which seems to suggest that excessive taxation is 
the only possible cause of a declme in production, and 
that, so long as production is not dechmng, taxation 
cannot be excessive Mr Mason thought that the 
limit was passed when taxation " affects production 
unduly ” But what is “ xmduly ” ? Mr. Hoare 
thought that " taxable capacity can only be ascertamed 
by experimenting with taxes " But how are the 
experiments to be conducted, and m what form are 
their results expected to appear? Sir Drummond 
Fraser exclaims that " the taxable capacity of a nation 
is surely reached when taxpayers are forced to borrow 
from the banks to pay their taxes " But what about 
those taxpayers who have no bankmg accounts ? On 
this cntenon, there would be no limit to the taxable 
capaaty of most wage-earners The Bntish Associa- 
tion was not very successful, on this occasion, m the 
pursmt either of truth or of general agreement. 

I turn to Sir Josiah Stamp’s discussion The first 
approximation, he thinks, to taxable capacity is total 
production mmus the amount required to maintain the 
population at subsistence level But he pomts out 
that, if all this margm were taken away, for example 
from Germany for the pa37ment of reparations, future 
production and, hence, future taxable capacity accord- 
mg to his definition, would be dunmished * This is 
certainly true He then argues that taxable capeicity 

* Loc at p 113 
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depends also on distribution and will be greater, the 
greater the inequahty of incomes For this argument 
I can find no justification If total production and 
population are given, and if subsistence level is fixed, 
and if none are below it, distnbution is irrelevant to 
taxable capacity as defined above But on the next 
page Sir Josiah defines it differently, as the margm of 
total production over total consumption. This means 
that taxable capacity is measured by the amount of 
savmg, and cannot be exceeded so long as any saving 
at all IS takmg place On this criterion, taxable 
capacity has very seldom been exceeded m any 
community. Then, shiftmg his ground agam, he 
considers the effects of taxation on work and savmg 
and finds two alternative " Imuts to taxable capacity " 
in (i) the check to total production, and (2) the check 
to the total revenue 3neld, as a result of increasing 
taxation FmaUy he gives five good reasons why the 
" limi t of taxable capacity ” is not an absolute or fixed 
amount This last conclusion is admirable, but it seems 
to make nonsense of nearly ever5dhmg which precedes it 
I turn next to Mr Shirras’ paper, which was highly 
praised by several speakers wjien it was read before the 
Royal Statistical Society But there is grave confusion 
throughout this paper between relative and absolute 
taxable capacity, and a mass of statistics is mtroduced, 
dealing with production, distribution, debt and taxation 
in various cotmtues, which is mere miscellaneous 
second-hand information, with no direct bearmg on 
what purports to be the central argument “ Taxable 
capaaty," says Mr Shirras dogmatically, " is the total 
surplus of production over the minimnin consumption 
required to produce that volume of production the 
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standard of living remaining unchanged But of what 
practical use is this defimtion ? It has the same 
weaknesses as those of Sir Josiah Stamp And why 
should the existmg standard of hvmg be assumed to be 
unchanged ^ This assumption, indeed, does not endure 
very long, for Mr Shirras, hke Sir Josiah Stamp, hops 
gaily from one definition to another on successive pages 
With reduced consumption, he thmks, “ people could, 
without hvmg a really down-trodden life, exist *’ on 
about three-quarters of their present food and clothing 
m Great Bntam, and on about two-thirds m the United 
States We must, however, " define taxable capacity 
as impl3nng that the standard of living should not be 
lowered to any serious extent,” and that we must not 
" dislocate industry " But what does " dislocate ” 
mean? Such catastrophic terms are mapphcable to 
most phases of pubhc finance Then follows, as m 
Sir Josiah Stamp’s treatment, a senes of rumous 
admissions Taxable capacity, says Mr Shirras, vanes 
accordmg to the nature of tax-systems, accordmg to 
“ the stabihty of income,” accordmg to " the nature 
of the expenditure for whidb. the taxation was raised," 
accordmg to the distnbution of wealth, according to 
taxpayers’ wilhngness to pay, and so forth What 
residue is left at the end of all this ? Nothing but a 
slipshod muddle But the muddle, though it might 
have been less shpshod, is inherent m all such elaborate 
enqumes mto the absolute taxable capacity of a 
commumty The thing is an illusion Cannan’s 
" Nohow ” IS the last word 

§ 4 Relative taxable capacity, on the other hand, 
may be given an mtelhgible meaning Fnnaples, as we 
have seen, may be laid down to govern the distnbution 
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of a given burden between two or more persons 
accordmg to some criterion of “ ability to pay ” 
Similar principles may be applied to two or more 
commumties sharing a common expenditure “ Ability 
to pay " may, if we choose, be renamed “ taxable 
capacity,” but the substance of the problem remains 
imchanged If the common expenditure increases, the 
proportions paid by the richer contributors should 
increase and those paid by the poorer should diminish 
Conversely, if the common expenditure dimimshes 
And so forth Examples of this general problem are 
furmshed by the financial relations between Great 
Britain and Ireland, before the birth of the Irish Free 
State, and between Great Britain and Northern Ireland 
after this event Likewise, the problem of distributing 
the cost of the League of Nations between the Member 
States, though m this case the cost is so trivial that 
States have been known to take offence at a proposal to 
dimimsh their relative contribution, which they 
regarded as a measure of their international importance 
Problems of Reparations and Inter-AUied Debts fall 
mto the same broad category, though they present 
special features * In particular, there are strong 
disharmomes between the mterests of different com- 
mumties and further disharmomes between immediate 
and more remote interests Thus one t57pe of settle- 
ment may benefit Germany more than France, or the 
Umted States more than Great Britain Agam, one 
t 3 ^e of settlement may secure larger transfers of 
wealth from debtors to creditors over a short period 
than another type, but smaller total transfers over a 
long period. 

* See Ch XXV 
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§ 5 It IS important, however, to recognise that 
there is no logical connection between relative and 
absolute taxable capacity A commumty may be 
contributing, m excess of its relative taxable capacity, 
towards some common expenditure with other com- 
mumties But it does not follow that its absolute 
taxable capacity, according to any of the definitions 
which we have exammed, is bemg exceeded Similarly, 
its absolute taxable capacity, according to some 
defimtion or other, may be exceeded, but it does not 
follow that its relative taxable capacity is being 
exceeded in any of its common expenditures with other 
commumties My general conclusion is that relative 
taxable capacity is a reality, which can, however, be 
equally well expressed m other terms, while absolute 
taxable capacity is a m3rth, which is apt to engender 
grave errors In the mterests of clear thinking, it 
would be well that the phrase ** taxable capacity 
should be bamshed from all serious discussions of 
public finance. 



Chapter XIII 


THE TAX SYSTEM FROM THE POINT OF VIEW 
OF ECONOMY 

§ I The last three chapters have been devoted to 
a discussion of the economic effects of taxation It 
IS upon the balance, or aggregate, of such effects that 
tax systems must be judged from the pomt of view of 
economy How far taxation should be earned, and 
how great use should be made of particular taxes, can 
only be decided, as was argued m Chapter II, by 
considerations of the maximum social advantage to be 
denved from the operations of pubhc finance as a 
whole There is no desirable limit to the increase of 
any particular tax, except that the social loss, if any, 
from such an increase shoidd not be greater than the 
social loss from an eqmvalent mcrease m any other 
practicable tax There are no desirable limits to the 
mcrease of taxation m genered, except that the social 
loss from such 'an mcrease should not be greater than 
the social loss of raismg further pubhc mcome by some 
other methods than that of taxation * The chief of 
such other methods, apart from borrowmg which is 
discussed m Part IV, will be considered in the next two 
chapters 

§ a As to the ideal distribution of the direct money 
burden of taxation, consideratiox^ of economy lead us 

* Kor, of course, greater than the social gam from the correspond- 
mg mcrease of pubhc expenditure 
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to no such simple solution, as the exponents of 
eqmtable formulae so ghbly provide Nor can we ignore 
the indirect burdens and other more remote effects of 
taxation We may, mdeed, still say that taxation 
should be distributed accordmg to “ abihty to pay " 
But we must now mterpret this last phrase more 
broadly We must measure the relative abihty of 
individuals to pay by the relative effects of their 
payments, not only upon distribution, but upon 
production and, indeed, upon the whole economic 
welfare of the commimity Thus A’s abihty, as 
compared with B’s, to pay a given sum under a given 
tax system, depends upon the relative economic loss 
resultmg from pa5nnent in the two cases, account being 
taken, not only of the direct loss of econonuc welfare 
to A and B respectively, but also of any indirect loss, 
or gam, to others Taxation accordmg to abihty to 
pay means, therefore, taxation with the minimum of 
econonuc loss to the commumty as a whole 

But one important practical conclusion, whidbi 
emerges clearly from the argument of the preceding 
chapters, is that there is no reason, on grounds of 
economy, why all, or even the majority of, the members 
of a community, in which great mequality of mcomes 
prevails, should contribute to taxation No equitable 
doctnne, such as equal or proportional sacrifice, which 
presupposes some contribution, however small, from 
all who have any economic welfare to sacrifice, finds 
any strong support in considerations of economy* 

* The plansible argnment that everyone ought to pay something, 
m order that a sense of pohtical rei^onsibihty s h a l l be widely 
diffused and a check imposed on pubhc extravagance^ do^ not seem 
to me to be a strong one For (i) much taxation, especiaJly taxes 
on commodities, which are the most convement method of securing 
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We are rather drawn towards the doctrine of mimmuTn 
sacrifice, with its widespread exemptions for the poorer 
sections of the commnmty, and steep progression for 
the richer But this doctrme, as we have seen, must 
be interpreted more broadly by economy than by 
eqmty, so as to mean minimum sacrifice m the long 
run, when all economic effects, mcluding effects on 
production, are taken mto account And this is much 
the same thmg as maximum social advantage on a long 
view, so that we come back agam to the general prmaple 
from which we started It cannot be claimed that the 
last three chapters have amplified the prmciple itself, 
for its very simphcity and comprehensiveness make 
this impossible But they should have thrown light 
upon its practical apphcation. 


a contnbutioii from the poor, is not deaxly reahsed by the tax- 
payer , (2) a sense of pohtical responsibihty is often found, independ- 
ently of the consciousness of paying taxes, and, where it is absent, 
such a consciousness will seldom be sutdoent to create it , and (3) 
where a dishke of taxation iSskeenly developed, especially if its 
development is provoked by the undiscmmnatmg imtant of a 
press campaign, mlse economy, rather than true, is likely to result, 
Compare Ch VI, §5 




Chapter XIV 


INCOME FROM PUBLIC PROPERTY AND 
PUBLIC ENTERPRISES 

§i All public authonties, in vaiying degrees, 
own property and conduct economic enterprises Net 
money mcome denved by a public authonty from its 
property or enterpnses is an addition to its net mcome, 
and the receipt of such income makes marginal taxation 
less, and margmal expenditure more, desirable than 
would otherwise be the case Thus the receipt of such 
mcome justifies a public authonty m taxmg rather less 
and spending rather more than it should otherwise do 
Often, however, a pubhc authonty’s property and 
enterpnses are burdened by debts to pnvate persons 
mcurred m respect of their acquisition or devdopment 
In such cases debt diaiges, both for mterest and 
sinkmg firnd, must be deducted from receipts, before 
the pubhc authonty's net money mcome from these 
sources can be estimated 

§ 2 Pohtical considerations require that pubhc 
authonties should undertake certam functions, which 
necessitate the ownership of property and the conduct 
of enterpnses The ownership of its armaments and 
the enterprise of mamtaining and traimng its armed 
forces and, to some extent at least, of actually producing 
armaments, are obvious examples But a pubhc 
authonty cannot hope to obtam any net money mcome 
from the performance of these functions Agam, the 

m 
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enterprise of issuing legal tender money, sometimes, as 
will be explamed m the next diapter, an important 
source of income to a pubhc authority, is governed 
partly by pohtical and partly by economic considera- 
tions 

But it IS predommantly the latter, which m most 
cases beeir upon the desirabihty of a pubhc authority 
ownmg property and conductmg enterprises We have 
here to consider the effects of such arrangements upon 
production and distribution 

§ 3 Mere passive ownership by a pubhc authority, 
as compared with passive private ownership, will 
generally not much affect production If the terms of 
his tenancy are the same, it makes no substantial 
difference to a tenant whether his landlord is a pubhc 
authority or a private person. In some cases it may 
be argued that the development of natural resources 
would have been more effective, and productive 
methods less wasteful, under pubhc than under private 
ownership, especially when the latter is much sub- 
divided among proprietors, whose co-operation is 
essential to efficient production, but m practice is not 
forthcoming Passivity may degenerate mto stupid 
obstruction As regards private ownership of mmerals 
this argument has been forcibly presented before 
successive Gimmissions of Enquiry mto the British 
Coal Industry. And, as regards the private owmership 
of land, it IS one of the prmcipal defences of the Town 
and Country Planrung Act and similar legislation, not 
only that the mdividual self-mterest of private owners 
is often m conflict with the pubhc interest, but that, 
even m its own field, it is often short-sighted and 
sluggi^. In other cases it may be mamtamed that 
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pnvate, rather than pubhc, ownership gives the greater 
stiinnlus to development 

Active ownership, on the other hand, which soon 
merges mto actual conduct of enterprises by a pubhc 
authority, may have very great effects on production. 
A pubhc authority may be either more or less efficient 
m the present than a pnvate individual or corporation ; 
it may make better or worse provision for the future ; 
it may make greater or less use of monopoly power to 
restnct output and raise pnces To discuss tttTa 
question further here would mvolve too lengthy a 
digression It would be necessary to consider various 
devices, such as semi-mdependent pubhc boards, by 
mecins of which pubhc authonties can organise 
production, and also the prmciples and methods of 
plannmg and co-ordmatmg a wide range of pubhc 
enterpnses m a Socialist or semi-Sociahst state * 

§ 4 As regards effects on distnbution, pubhc 
ownership of property, provided that the latter is free, 
or at least partly free, from pnvate mortgage, will 
generally be better than pnvate ownership. For, the 
larger the proportion of property which is publicly 
owned m any community, the less unequal is 
distnbution hkely to be “ The reason for this is that 
the benefits from pubhc property are hkely to be more 
equally distnbuted than ^e benefits from pnvate 
property The same argument favours the conduct of 
enterpnses by pubhc authonties But effects on 
distribution are partly dependent on the pnce pohcy 
which a pubhc authonty pursues. 

* See, however, my Practtcal Soctaltsm for BrUatn, Parts III, 
rVaad V 

• See my Inequahty of Incomes^ pp 276-8, and my Practical 
Soctaltsm for BrUatn, Part VI 
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§ 5 The most appropriate price pohcy wiJl vary 
with circumstances Pa3mient may be made for 
services rendered by a pubhc authority accordmg to 
any of three alternative principles, or accordmg to 
various combinations of these 

Payment may be made, m the first place, out of 
general taxation, collected from mdividuals without 
reference to the cost of the service rendered to them 
This IS the prmciple adopted as regards the cost of the 
mili tary forces, the civil service, free education and 
poor rehef We may call it the general taxation 
pnnciple 

Pa37ment may be made, m the second place, by 
compulsory charges, collected from mdividuals m 
proportion to the cost df the services rendered, or 
presumed to be rendered, to them This is the prmaple 
usually adopted as regards the supply of water by local 
authorities, as regards the cost of road repair, m so far 
as it IS debited to owners of motor vehicles by means of 
a tax based on their weight or horse-power, and as 
regards such services as street deamng and dust 
collection, paid for out of local rates We may call it 
the compulsory cost of service prmciple 

Pa37ment may be made, m the third place, by 
voluntary purchases by mdividuals at prices fixed by 
the pubhc authority. This is the prmciple usually 
adopted as regards the cost of postal services and 
pubhdy operated transport agencies We may caE it 
the voluntary price prmciple 

§ 6 In this third case the further question arises 
whether prices should be so fixed, as to result m a profit 
or a loss to the pubhc authontjes^^jm^Tin^ther case, 
tow much^ ^hSe'ar^iice is chained, but a loss is 
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incurred and made good out of general taxation, we 
have a combmation of the voluntary price principle 
and the general taxation prmciple 

TaJong, first, passive ownership of property by a 
pubhc authority, no appreciable pubhc costs being 
mvolved, it is reasonable, as a general rule, to make the 
same charges to private users of such property as a 
private proprietor, not possessed of monopoly power, 
would make There is, for mstance, no general reason 
for making a gift of any of the econormc rent of pubhcly 
owned land to the tenants for the time bemg * 

Turmng to the conduct of pubhc enterprises, or m 
other words to the supply of services which mvolve 
the pubhc authority m appreciable costs, three cases 
may be distmgmshed 

Where consider^ops_of,_soa^ ji^[van^age do not 
require that the services m question should be either 
specially stimulated or speaally discouraged, these 
should be supphed at a price which will agree, as closely 
as possible, with that charged for similar services by 
pnvate traders without monopoly power Thus 
surplus stores, or timber from pubhdy owned forests, 
should as a rule be sold on the open market at competi- 
tive pnces, though excessive fluctuations m such prices 
may properly be elirmnated by appropriate marketmg 
arrangements Unless management is veiy mefficient 
or unless prices are falling rapidly, such competitive 
prices should at least cover cost They may also prove 
a useful weapon for restraining the power of private 
monopolists to keep prices unduly high 

* Though m Canada much pubhc land was handed over free 
to settlers, as an inducement to, and on condition of, its ^eedy 
^velopment 
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Where, however, consideraHons of social advantage 
require that the use of the services in question should 
be specially discouraged — ^the supply of alcohol for 
example — higher prices should be charged, which,^as 
has been pomted out above, must be regarded as 
contaimng an element of tax 

The less elastic the demand for such services, the 
greater the profit which a pubhc authority can obtain 
by raismg their price The motive to raise prices may 
be a desire to obtam revenue, and not a desire to check 
consumption But a check to consumption is a 
necessaiy effect of such a pohcy If it is desired to 
make a pubhcly supphed service or commodity a large 
source of revenue, it is practically necessary to estabhsh 
a legal pubhc monopoly, as various European govern- 
ments have done with tobacco, matches and other 
commodities. For otherwise private traders will 
undersell the pubhc authority and steal away the 
revenue Thus the French government has not only 
estabhshed a State match monopoly, but legally 
prohibits the sale of mechamcal lighters and other 
substitutes for matches 

Where, on the other hand, considerations of soaal 
advantage require that the use of the services m 
question should be speaaUy encouraged, lower prices, 
or even no price at all, may reasonably be charged and 
the resulting loss made good out of taxation This 
pohcy involves pubhc expenditure and the circum- 
stances, m which it should be adopted, wiU be discussed 
later* Sometimes, however, it is adopted, not with 
the motive of stimulating consumption, but simply 
because it is the most convement arrangement. This 
< See Ch xvm, §8 and Ch XIX. $3 
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explains, for example, the free use of roads, turnpike 
gates being inconvenient, and the free postage allowed 
to the Biitish axmy during the war, where the practical 
difficulty of selling stamps in the trenches remforced 
sentimental considerations. In all such cases of free 
supply the voluntary price prmciple disappears and the 
general taxation principle takes its place 

The general effect upon distribution of these 
alternative methods of securmg pajunent, according to 
the voluntary price principle, for services supphed by a 
pubhc authority is fairly dear If a service is supphed 
at a loss, those persons benefit who make most use of 
it , if it IS supphed at a large profit, based on high prices, 
those persons lose who make most use of it Thus the 
supply of a particular service at a loss will make for a 
more equal distribution, if it is chiefly used by the 
poor than if it is chiefly used by the rich * And the 
reverse is true of a service supphed at a large profit 
Distribution may also be shghtly affected, if the same 
service or commodity is supphed at different prices to 
different persons accordmg to their wealth But price 
discnrmnation of this kind is not often practicable 

§ 7 As between the general taxation principle, 
the compulsory cost of service pnnaple and the 
voluntary price prmciple, the choice often depends, 
as has already been pomted out, largely upon practical 
convemence But ^ere are some cases m which, the 
voltmtary price pnnaple being ruled out as too 
mconvement, the compulsory cost of service prmaple 
IS preferable to the general taxation pnnaple, from the 

> Obviously also^ m considering the effect upon distribution of 
supplying a service at a loss, account must be taken of the geneva^ 
chancter of the tax syatem, which will make good the loss 
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point of view of effects on production An example is 
the cost of road repair, m so far as this is necessitated by 
damage done to road surfaces by motor vehicles, or the 
cost of new road construction, or road widening, 
necessitated by the excessive congestion of traffic on 
existing roads If such costs are whoUy covered by 
general taxation, there will be a tendency to an 
excessive diversion of economic resources from other 
diaimels mto the development of motor road transport, 
which will, m effect^ be receivmg a large subsidy from 
the general taxpayer and, incidentaUy, from other 
transport agencies For reasons discussed in Chapter 
X, § 9, there is a presumption that such a diversion will 
reduce production, and there is, therefore, a case for 
a special tax on motor vehicles, suffiaent to cover at 
least part of the special costs which they would 
otherwise occasion to the pubhc On the other 
hand, this presumption is weakened by the fact that 
better transport facihties bnng many mdirect social 
gams 

§ 8 Retummg to pubhc property and enterprises 
as a source of pubhc income, we may repeat that such 
income is of two kmds, first, the equivalent of taxation, 
where a pubhc authority dehberately charges monopoly 
prices for its services and, second, the equivalent of 
profits from ordmary competitive prices, such as a 
pnvate proprietor or busmess firm might charge, under 
competitive conditions, for the use of property or the 
supply of services A large pubhc mcome of the 
second kmd is easily obtainable, without any senous 
risk of economic loss to the community, by pubhc 
authonties which retam the ownership of mmerak and 
other natural resources and, subject if necessary to long 
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private leases, of land, both agncnltural and urban 
If such obvious opportunities, not to speak of others 
which are more debateable, had been taken in the past, 
modem communities would be able both to spend more 
freely on desirable pubhc objects, and to escape part of 
their present heavy burden of taxation 
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§ I A special form of enterprise, which can be 
made to yield a large income to a pubhc authority, 
IS the use of the prmtmg press to manufacture legal 
tender paper money The prmtmg press may be used 
for t his purpose either directly or indirectly , directly 
when a pubhc authority pays its creditors with new 
paper money specially prmted for the purpose , 
indirectly when a pubhc authority pays its creditors 
out of loans to itself from the central bank and issues 
new paper money to the bank, in exchange for a deposit 
of securities, m order, as it is sometimes put, “ to 
support the additional credit thus created,” or m other 
words, in order to save the bank from havmg to face 
the alternatives of raismg its rates of mterest to 
mconvement heights or seeing its reserves dangerously 
depleted For, if the bank were not thus protected, 
it would be tmwiUmg to furmsh the pubhc authority 
with loans on the scale requued The mdirect method 
was employed m this country between 19x4 and 192X, 
and both methods have been freely employed, during 
and smce the "war, on the contment of Europe There 
IS no essential difference between the economic effects 
of the two methods, except that the mdirect method, 
besides mystifying simple minds, mvolves the pubhc 
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authority m the additional expense of pajnng mterest 
on its loans from the bank 

If, therefore, either method is to be adopted, the 
direct method is to be preferred on the ground both of 
economy and of mtelhgibihty to the public 

§ 2 But either method, if used to excess, causes 
an undesirable currency inflation As to the measure 
of excess, and even as to the proper deflmtions of 
" inflation ” and “ deflation,” there is much dispute 
among economists These disputes are bound up ■with 
controversies over monetary pohcy Is a gold standard 
currency or some alternative form of managed currency 
preferable ? Is it better that the mtemal price level 
should remam stable, or -that, with mcreasmg pro- 
ductivity, it should fall, or that it should nse ? These 
controversies he outside the field of pubhc finance, 
though they have repercussions withm that field But 
if the prmting press is so freely used as to cause a 
substantial fall m the purchasmg power of money, this 
result, at least, may properly be called inflation The 
purchasmg power of any cormtry's money has two 
aspects, mtemal and external A fall m mtemal 
purchasmg power means a nse m the mtemal pnce 
level A fall m external purchasmg power means a 
movement, adverse to the country m question, m the 
rates of foreign exchange with all those countnes which 
are either abstaining from inflation, or mdulgmg m it 
only m a more moderate degree Such movements m 
pnces and exchange rates, on a large scale and pre- 
dominantly due to inflation, were the sensational 
commonplaces of economic exp>enence m Europe m 'the 
early post-war years Then E'urope seemed to have 
emerged from this chaos and to have entered upon a 
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new phase of stabilised exchange rates under the gold 
standard This might have been a prelude to the 
stabihsation, by mtemational action, of the value of 
gold, and hence also of the mtemal values of the paper 
currencies related to it There followed, mstead, 
another phase of monetary chaos, marked by deflation, 
steeply falling prices and widespread abandonment of 
the gold standard , also by imprecedented unemploy- 
ment m many countries Here, for the moment, history 
halts 

§ 3 It IS sometimes said that the issue of a given 
amount of new paper money by a pubhc authority is 
eqmvalent to the lev3nng of a forced loan, free of 
mterest, to that amount It is simpler and more 
correct to say that it is eqmvalent to the levymg of 
taxation to that amount — a sort of turnover tax on the 
use of money But the purchasing power, m the 
hands of the pubhc authority, of successive equal 
additions to the supply of paper money decreases as the 
value (per umt) of thie money falls If all mtemal 
prices, mcludmg the prices of services and interest on 
loans, rose equally, this taxation would fall upon 
individuals exactly m proportion to their mcomes 
But, m fact, all prices do not nse equally Wages lag 
behmd the prices of commodities during an upward 
movement, while mvestors m gilt-edged securities and 
other recipients of fixed money mcomes, mcludmg old 
age pensioners and the recipients of aU similar statutory 
money benefits, suffer the full force of the fall in 
the value of money Inflation, therefore, causes a 
redistribution of mcome m favour of busmess men, 
who secure large wmdfall profits, at the expense of 
wage-earners and, still more, at the expense of the 
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reciptents of fixed money incomes * On balance, 
inflation is likely to mcrease the mequality of incomes 
and to operate, on the whole, not as a proportional, 
but as a regressive tax, supplemented by a subsidy to 
business men, ordmary shareholders and many classes 
of speculators On the other hand, m so far as great 
fortxmes are held predominantly m forms yieldmg fixed 
money incomes, inflation eats them away But, on 
the whole, from the point of view of distribution, it is 
a bad means of raismg revenue 

§4 The effect of inflation upon production is 
sometimes thought to be stimulating, smce busmess 
men are encouraged by unwonted gams to imdertake 
new enterprises But, as recent economic history 
shows, this IS only a temporary and unhealthy stimulus, 
carrymg within itself the seeds of subsequent severe 
relapse In a world of super-men, coolly and accurately 
calculating the future, this would not be so But 
most of the busmess men of reahty are not of this kmd 
Doped by artificial prosperity, they become first hght- 
hesirted and then hght-headed, miscalculate prospects, 
misdirect resources, and launch enterprises whidi are 
economically imsound The mere cessation, sometimes 

* Wntuig m July, 1922, Mr Keynes estimated that, as r^fazds 
** medium fortunes mvested m gilt-edged securities, the monetary 
events which have accompamed and have followed the war have 
taken from them about one-half of their real value m Hngland, 
six-sevenths in France, ^even-twdLfths m Italy, and mnety-nme- 
hundredths m Germany This is apart from the mcreased burden 
of taxation (Manchester Guard%an, Commercial Reconstruction in 
Europe, Section Five, p 324) In particular, an mtemal pubhc 
debt, beaimg a fixed rate of mterest, is gradually wiped out by 
contmuous inflation It is a mce pomt of dialectics, whether or 
not this process amounts to ** repudiation ” See Ch XXIII, § 2 
It may be added Ihat, in so far as depreciating paper is bought 
and held by foreigners, the latter contribute to the revenue of the 
public authority which is practising inflation 
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even a mere slackening in the rate, of inflation 
IS enough, without any positive deflation, to break the 
illusion, to destroy “ business confidence,” to dis- 
appoint anticipations of demand, and to put out of 
action, sometimes for considerable periods, a large part 
of the productive power which these busmess men 
control On the other hand, the contmuance of 
inflation, and the expansion, even at a constant rate, 
of the paper currency, sooner or later destroys the 
confidence, not only of busmess men, but of the whole 
commumty, in the future value of this currency Then 
comes the stage, which joumahsts call *' the flight ” 
from the currency, everyone tr 3 nng to get nd of it, m 
exchange for goods and services, as quickly as he can, 
and to conduct transactions, as far as possible, without 
making use of it at all In other words, there is a 
shsirp fall m the demand for this discredited money, 
and an mcrease, more than m proportion to the mcrease 
m the total supply, m that part of the supply which is 
ofiered for exchange at any given moment Hence the 
fall m Its value, both mtemal and external, is sharply 
and contmuously accelerated Under such hectic con- 
ditions, which prevailed soon after the war m a number 
of European countries, organised production becomes 
impossible and all economic transactions, other than 
by primitive barter, are reduced to a wild gamble 
Econoimc chaos, pohtical upheavals and, perhaps, 
violent revolution are then not far away 

§ 5 From the revenue pomt of view, resort to the 
prmting press is often the hne of least resistance for 
an embarrassed government, which dare not cut down 
expenditure nor take the steps necessary to pay its 
way by taxing straightforwardly or offering sufficiently 
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high rates of interest to attract an adequate supply of 
new savings The comparative acqmescence of pubhc 
opimon m taxation by inflation is a measure of pubhc 
ignorance of economic pnnciples and of the inabihty of 
wage-earners, and still more of the recipients of fixed 
money mcomes, to safeguard their economic mterests * 
Further, even from the pomt of view of raismg 
revenue, the 3nield of inflation, if pushed beyond a 
certain point, rapidly dnes up For, as has already 
been pomted out, not only does the value of paper 
currency fall as its supply increases, but, after a certain 
pomt, when the flight from the currency begins and 
becomes gradually more and more precipitate, the value 
per umt falls much faster than ^e supply mcreases 
Hence, m order to obtain from inflation a given 
purchasing power, or " command of real resources,” a 
government must work the prmtmg press ever faster 
and faster, and, by this very process, accelerates the 
flight, the effects of which it is seekmg to counteract 
§ 6 Deflation cannot be, like inflation, a source of 
pubhc revenue It leads, mdeed, to a shrinkage of 
pubhc revenue, and so tends to unbalance the budget 
Its effects upon production are most adverse. For 
rapidly falhng prices, combmed with the mcreasmg 
pressure of fixed money charges, brmg losses and even 
rum to producers, and thus not only check production 
but lay resources, both human and material, idle 

The effects of deflation on distribution do not merely 
cancel out those of inflation, though they tend to ennch 

* Thus persons, who would certainly vote against a government 
which added one shilling m the pound to their income tax, have 
been found to tolerate a government which, by doubling the price 
level through inflation, has, in effect, imposea upon them an 
additional income tax of ten shilhngs m the pound f 
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the recipients of fixed money mcomes at the expense 
of other classes But these fixed money mcomes 
themselves may, under extreme pressure on the budget, 
be reduced by law, or through the insolvency of debtors, 
pubhc or private, may even 'cease to be paid at all 
Moreover, by causmg heavy unemployment, deflation 
brmgs extreme poverty to many And just as inflation, 
ruthlessly pursued, may precipitate political upheavals 
and violent revolutions, so may deflation In Germany, 
mdeed, m 1933 it did so 

§ 7 In the precedmg paragraphs I have used the 
terms “ inflation ” and “ deflation ” to signify large and 
rapid changes, m either direction, due to governmental 
action, m the value of money Both theory and recent 
experience teach that each is, m a different way, 
disastrous But, though large and rapid changes are 
disastrous, moderate and gradual changes mjty be 
tolerable, and even sometimes advantageous Hence, 
for example, the argument for a moderate measure of 
" reflation ” after a period of severe deflationary 
damage But such arguments belongmore to monetary 
pohcy than to pubhc finance 

§ 8 It IS a fallacy, widely held m 1931 m this 
country, that an imbalanced budget necessarily leads 
to inflation and thus threatens currency stabihty 
When budget deficits are met by loans, other than 
bank loans supported by new issues of paper money, 
there is no threat to the currency, except very remotely 
and mdirectly 

Any government, which issues paper money at all, 
either itself or through the agency of the Central Bank, 
may properly obtam an annual revenue, as the British 
Government r^n^l^urly does, from the profits of the 
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currency note issue And any government, which 
reduces the value of its currency in terms of gold, may 
properly credit itself with the resulting mcreased value, 
in terms of currency, of stocks of gold held by the 
Treasury or the banks, as the Umted States Govern- 
ment did m 1934 But t h is should be treated as a 
capital asset, not as current revenue 
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Chapter XVI 


OBJECTS AND CLASSIFICATION OF PUBLIC 
EXPENDITURE 

§ I. English economists as a body have had 
surpnsingly httle to say concerning the principles of 
pubhc expenditure As an American cntic observes, 
“ the older Enghsh writers did not need a theory of 
expenditures, because the theory of government which 
they held imphed a fixed Inmt to govemmenta] 
functions T3?pical of such writers is Sir H Parnell, 
an early nmeteenth century pimdit, who mamtamed 
that ” every particle of expenditure beyond what 
necessity absolutely requires for the preservation of 
social order and for protection agamst foreign attack 
IS waste and an unjust and oppressive imposition on 
the pubhc On this pronouncement the comment 
has been made that, if so, we must give up growmg 
crocuses m the pubhc parks, tmless it can be proved 
that they preserve social order, for they are certainly 
no protection agamst foreign attack This barren and 
negative view of the proper economic activities of the 
State Still Ends some support It is still true that, m 
some influential circles, “ theduU and drab extravagance 
of private hvmg is accompamed by a severe scrutmy 
of any kmd of pubhc expenditure,”* and that “ pubhee 

* Adams, Science of Finance, p 53 

* Quoted by Adams, ibid , p 50 

a Masterman, The Condition of England, p *3 

x«S 
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egestas, pnvatim optilentia” is not much less apt a 
motto for modem Bntam than for ancient Rome 
Modem economists, espeaally m this country, have 
been slow to correct vulgar prejudices on this matter 
and to place the whole question, from the pomt of view 
of principles, upon a proper footing 

One fortunate result of this lack of thc_.^tical 
discussion IS that the path of econormc wisdom m pubhc 
expenditure is practically unencumbered by doctrmes 
of eqmty The “ passive resistance,” m the early 
years of this century, of Mr Lloyd George and other 
Nonconformists to the support of Anghcan schools out 
of local rates was based on considerations of equity as 
between different rehgious denommations But this 
was transitory and trivial Agam, when non-contnbu- 
tory old age pensions were first mstituted m this 
country, they were sometimes spoken of as ” doles," 
a disparagmg term which earned some famt suggestion 
of meqmty Unemployment benefit is now similarly 
desenbed But it is charactenstic of the sensitiveness 
of conceptions of equity to changes m pubhc opmion 
that, when new forms of social expenditure become 
famihar, they axe generally taken for granted and no 
longer thought to be meqmtable 

Qear thinkmg is sometimes hmdered by the doctnne 
that " the State has needs of its own," which can only 
be satisfied through pubhc expenditure Taken 
hterally, this is a piece of Hegehan nonsense ; taken 
metaphoncally, it is a woolly phrase which leads us 
nowhere The tmth is, of course, that only mdividuals 
have needs, but that some of these needs can be most 
effectively satisfied through the agency of the State 
and by means of pubhc expenditure 
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§ 2 But what needs are these ? How shnll they 
be classified, and distinguished from those needs which 
can be most effectively satisfied by means of private 
expenditure > A full answer to this question would be 
long It cannot, consistently with the scope of this 
book, be attempted here The lack of such an answer, 
m the wntmgs of economists and pohtical scientists 
alike, IS one of the most serious gaps m the modem 
theory of pubhc finance I must content myself, 
m this place, with a few simple propositions and 
references * 

Wagner’s “ law of increasing State activities " is as 
nearly umversally true in modem times as any mductive 
generahsation of this type can hope to be Wagner 
mamtamed that there is a persistent tendency both 
towards an " extensive " and an “ mtensive ” mcrease 
m the functions of the State. New functions are 
continually being undertaken, and old functions are 
being performed more efficiently and on a larger scale 
The evidence of facts supports both these statements 
They are tme, even if we leave out of accoimt the 
functions of preparmg for war, waging war, and paymg 
for war long after it is over. They are still more 
obviously trae, if these gnm functions are mcluded 
Economy campaigns,” in spite of the influential forces 
behmd them, produce only temporary fluctuations m 
the growth of State activities . They do not reverse the 
contmuous upward trend. 

It IS a fallacy to explain Wagner’s law, as some have 
done, simply m terms of mcreasmg division of labour. 
It is tme that the individual tends to satisfy fewer and 
fewer of his own needs without the assistance of others. 

X But •«« ui>o Cb xvin. ss 7-9 
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But the alternative to unassisted individual action is 
not only collective action through the agency of the 
State There is also the alternative of collective action 
through the agency of private association Given the 
increasing division of labour, we have still to explain 
the fact that the State continually undertakes new 
functions and strengthens its grip upon old functions, 
when both might conceivably have been performed by 
private enterprise 

An alternative explanation, advanced by pessimists, 
is that the modem growth of State activities is a vast 
miscalculation of the pubhc mterest, due to the lack of 
wisdom of democracies, to the bhndness or lack of 
courage of their leaders, or to the egoism of dictators 
I beheve that, as regards armaments and other war 
expenditure, this explanation is correct, but that, as 
regards most other modem State activities, it is 
mcorrect 

The wider trath is that modem developments have 
tended, in many fields, to mcrease the efiiciency of 
pubhc authorities, relatively to that of those pnvate 
associations which are the alternative instruments of 
action The choice of pubhc, rather than pnvate, 
agencies is often, therefore, wise to-day, though it might 
have been fooh^ yesterday * In other cases, a like 

* " There are many things/' said Edwin Caiman m 1908, " which 
we can trust Edward VII to do for us, which we shoidd not have 
expected from Edward VT There is no reason to suppose that 
the process of improvement (m tiie efficiency of pubhc enterprise) 
wiU not continue, and we may even hope to accelerate it greatly 
if we take m hand the education of officials, and perhaps even of 
legislators While great things may thus be expected of corporate 
management m the future, there does not seem the same reason 
for expectmg improvement m private enterprise" (Bconoim^ 
Joismal, September, 1908, p 417 ) Smce 1908 this argument has 
been justffi^ and has grown stronger 
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§ 2 But what needs are these ? How shnll they 
be classified, and distinguished from those needs which 
can be most effectively satisfied by means of private 
expenditure^ A full answer to this question would be 
long It cannot, consistently with the scope of this 
book, be attempted here The lack of such an answer, 
m the wntmgs of economists and pohtical saentists 
alike, is one of the most senous gaps m the modem 
theory of pubhc finance I must content m5rse3f, 
m this place, with a few simple propositions and 
references * 

Wagner’s " law of mcreasing State activities ” is as 
nearly umversally true in modem times as any mductive 
generahsation of this type can hope to be Wagner 
maintamed that there is a persistent tendency both 
to-wards an " extensive " and an “ mtensive ” mcrease 
in the functions of the State. New functions are 
continually being undertaken, and old functions are 
being performed more efficiently and on a larger scale 
The evidence of facts supports both these statements 
They are tme, even if we leave out of account the 
functions of preparmg for war, waging war, and paymg 
for war long after it is over. They are still more 
obviously true, if these gnm functions are mduded 
" Economy campaigns,” in ^ite of the influential forces 
behmd them, produce only temporary fluctuations m 
the growth of State activities • They do not reverse the 
contmuous upward trend. 

It IS a fallacy to explain Wagner's law, as some have 
done, simply m terms of mcreasmg division of labour. 
It IS tme that the mdividual tends to satisfy fewer and 
fewer of his own needs without the assistance of others. 

I But «e« alao Ch XVZn. fS 7-9 
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this country we have, as yet, no National Parks and 
our National Trust is a very small affair and has 
appeared very late in the day But it is gathering 
strength, as is opimon in support of geographical 
planning and " the preservation of amenities Yet 
we have already permitted the private appropriation 
and " development " of many areas, which should have 
been kept open for pubhc enjoyment and could, even 
now, be re-opened at a price worth pa5nng " Unbuild- 
mg,” as a Tunes leadmg article has declared, will m 
the future be nearly as important as building On the 
other hand, the transformation of the country mansions 
of the vanished aristocracy mto rest and recreation 
homes for urban workers is one of the most stnkmg 
achievements of the Russian Revolution 

§ 3 Retummg, after this digression, to the mam 
hne of our analysis, we may recall the principle, stated 
m Chapter III, §§ 2-3, that pubhc expenditure should be 
earned just so far that the margmal social advantages of 
expenditure m aU directions are equal, and just balance 
the marginal social disadvantages of all methods of 
raising additional pubhc mcome , that this is a difficult 
calculus, but that statesmen must handle it as best 
they can, since there is no practical alternative * Many 

* On all this see my PracHcal Socialism for Britain, Chs XXVI 
and XXVir 

* Dr Benham m an article on The Pure Theory of Public Finance 
{Economica, November, 1934), makes a brave attempt to construct 
an alterriLative, based on a conception of " neutrality '' in a system 
of public finance This would translate mto effect the voluntary 
judgments and preferences of the citizens ** Kach would pay as 
much as he felt disposed for whatever pubhc expenditure he i^tncied 
But the practical difficulties of such a system axe msuperable Nor, 
even if they were not, would such a system commend itself to anyone 
who regarded great mequahty of mcomes as an evil, which pubhc 
finance can help to remMy 
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objects of public expenditure are not exclusively, or 
even mainly, economic, though most have economic 
effects and all have econonuc costs 

A broad distmction may be drawn between pubhc 
expenditure designed, on the one hand, to preserve the 
social life of the commumty against violent attack, 
whether mtemal or external, and, on the other, to 
improve the quahty of that social life In other words, 
the object may be either to keep ■social hfe secure and 
ordered, or to make that secure and ordered life better 
worth hvmg, whether from an economic or a non- 
economic pomt of view 

§ 4 Tummg to the actual expenditure of modem 
pubhc authorities, the followmg is an obvious 
catalogue 

(1) the mamtenance and eqmpment of armed forces, 
mcluding pohce, (a) m peace, (J) m war ; 

(2) the administration of justice ; 

(3) the mamtenance of the ceremomal head of the 
State, indudmg, m monarchical countries, the Royal 
Family and Court, and of diplomatic representatives 
abroad , 

(4) the mamtenance of the machmery of civil 
government, mdudmg minis ters, legislators and civil 
servants , 

(5) pubhc debt diarges, indudmg mterest, repay- 
ment of prmapal and cost of management , 

(6) expenditure directly devoted to “ fostering 
mdustry and commerce,” such as the mamtenance of 
consuls abroad and the performance of mdustnal 
and commercial functions, such as the supply of 
currency, conduct of postal services, transport 
services, etc , 
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(7) “ social expenditure *’ on health, e<iucation, old 
age pensions, poor rehef, provision for unemployment, 
etc 

This IS an empirical catalogue rather than a saentific 
classification It is convement rather than stnctly 
logical For example, the salaries of the Mimster of 
Education and his staff come tmder (4), whereas they 
should, perhaps, come under (7) But such pomts are 
unimportant Net expenditures, and not gross, are 
significant For example, postal services are only an 
object of net expenditure, if the gross expenditure 
exceeds the receipts, and the admimstration of justice 
should be credited with the court fees paid by htigants 
Broadly speakmg, we may say that (1), (2) and (3) are 
expenditures designed, at least ostensibly, to keep 
social hfe secure and ordered. So is part of (4). So, 
if we look to its ongm, is most of (5), for the great 
bulk of outstanding pubhc debts have been incurred 
for purposes of war On the other hand, (6) and (7) 
together with part of (4) — ^the salaries of factory 
inspectors, for example — ^and that part of (5) whidi 
covers debts mcurred for purposes of economic develop- 
ment, are designed to make that secure and ordered 
hfe better worth hvmg Withm this latter group of 
expenditures, however, the motives to economic 
and non-economic improvement are often mixed 
Expenditure on health and education are examples 
It IS not the only, or indeed the chief, advantage of 
bemg healthy or educated, that one is thereby enabled 
to produce more wealth or make more money 

§ 5 Qassifications, as distmct from catalogues, of 
pubhc expenditure may follow several alternative 
principles. Thus we may construct, if we please, a 
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" functional classification ” of expenditure, based on a 
classification of the various functions actually performed 
by public authorities Or, if we prefer, we may 
adopt a “ departmental classification,” based upon the 
expenditure of the actual administrative departments 
of government Even where the range of functions is 
given, these two methods may yield different results 
For the distribution of functions between departments 
IS neither mvanable, nor logically predetermined It 
is often due to historical accident, or to the desires of 
influential pohticians wishing to magnify their office, 
or to the mutual jealousy or vested mterests of officials. 
But to pursue this matter further, even by way of 
illustration, would be to drift too far mto mere 
descriptive detail 

We may, however, notice some further distmctions 
which throw occasional hght on particular problems. 
Thus we may distmguish between optional expenditure, 
which the pubhc authority is free to mcrease or 
dimmish at its pleasure, and obhgatory expenditure, m 
respect of which, owing to past contracts and other 
legal conmutments, it is not free But this distmction, 
though valid m a hmited way, is only one of degree. 
For, on the one hand, contracts and other legal arrange- 
ments may be revised — ^this has been a common practice 
with governments embarrassed by unbalanced budgets 
— and, on the other, expenditure, which is optional 
from a legal pomt of view, may be obhgatory from the 
pomt of view of pohtical expediency 

Agam, we may distmguish between real, or 
” exhaustive,” expenditure on the one hand, and mere 
transfer expenditure on the other Real expenditure 
imphes the actual usmg-up of commodities and 
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services, which would otherwise have been available 
for some other purpose * Transfer expenditure imphes, 
in itself, no such usmg-up, but only a transfer, from one 
person to another, of command over commodities and 
services Expenditure on armaments and on education 
are examples of real expenditure , expenditure on debt 
interest and on pensions are examples of transfer 
expenditure “ Real expenditure determmes, so far 
as it goes, both the amoimt and the character of 
production Transfer expenditure does not duectly 
influence either, though it has direct effects on distribu- 
tion and mdirect effects upon production 

Again, a classification, which is adopted m many 
text-books, divides expenditures accordmg as they 
confer special benefits on particular members of the 
commumty, or common benefits on all members, or 
benefits which are partly common and partly special * 
To this division, which is relevant to a discussion of the 
effects of pubhc expenditure upon distribution, we shall 
refer agam in Chapter XIX There is, however, 
another distmction which it is convement to consider 
first This is the distmction between grants and 
purchsise prices. 

* The nature of the distinction, and the need for it, is well 
illustrated by Smart's observation {Sitidtes tn Econoftttcs, pp 269-70), 
that society involves m the same condemnation the man who 
spends hia income m gamblmg or speculation and the man who 
wastes it m foolish eating and dnnlnng, although the world as a 
whole loses nothing by the former and loses e\serything by the 
latter ** 

^ Assuming that the recipients of debt interest and of pensions 
are members of the same commumty as'the taxpayers who provide 
the funds for those payments If, however, the recipients belong 
to one community and the taxpayers to another, the payments axe 
real expenditure from the pomt of view of the second community 

3 The distmction between special and common is the same as 
that between divisible and mdivisible benefits 
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GRANTS AND PURCHASE PRICES 

§ I The division of pubhc expenditure into grants 
and purchase prices, corresponds to that of pubhc 
income into taxes and selhng prices * An individual, 
who receives pubhc money or money's worth, may or 
may not render m return a direct quid pro quo to the 
pubhc authority In the former case the pubhc 
authority makes a purchase from him , m the latter 
case It makes him a grant This grant may consist 
either of money, or of services, such as medical treat- 
ment or education or the security presumed to be 
derived from armaments or pohce Thus pa3mients by 
a pubhc authority to any of its employees, by way of 
salaries and wages, or to contractors, are purchase 
prices On the other hand, pa5nnents of old age 
pensions, poor rehef, or contributions out of general 
revenue to schemes of health and unemplo3mient 
insurance, are grants 

Just as there are costs of collection of taxes, so 
there are costs of administration of grants. These are, 
from the pubhc authority's pomt of view, purchases 
mcidental to grants Thus a teacher's salary is a 
purchase mcidental to the grant of free education, and 
a pohceman’s pay is a purchase mcidental to the grant 
of security 

Pajmients of mterest on public debts, if we look to 
their ongm m the past, may be represented to be 

X Compare Cb IV, §a 
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purchase pnces, paid for the investment of money in 
pubhc securities But, if we look to their character in 
the present, they are grants For the receivers of 
interest are not rendering any present quid pro quo to 
the pubhc authority * It is proper, therefore, m a 
study of thmgs as they are, to treat these interest 
payments as grants But smkmg fund pa 5 unents, to 
buy and caned pubhc securities, are purchases. 
Pensions of all kmds, paid from pubhc revenue, are 
best classed as grants, though m some cases they may 
be regarded as deferred pa5nnents for past services 
rendered by the recipients 

§ a TTie parallel between taxes and grants on the 
one hand, and purchase^ and selhng prices on the other, 
may be earned a good deal further Just as a selhng 
price may mclude an element of tax, when a pubhc 
authonty is selhng above the pnee which a non- 
monopohst pnvate seller would charge, so a purchase 
pnee may mclude an element of grant, when a pubhc 
authonty is buymg above the pnee which a 
non-monopohst pnvate buyer would offer This 
prmciple apphes, m some cases, to the payment of 
higher salanes or wages in pubhc than m comparable 
pnvate emplo3ment Where, however, the higher pay 
results m proportionately better work, the element of 
grant disappears auid the whole payment is a purchase 
pnee. Agam, a pubhc enterprise nm at a loss covered 

* This proposition is repugnant to those who hold that all interest 
IS a pnee paid for the service of waiting/* no matter how long 
I, therefore, think it worth while to quote here the jomt dictum of 
I^fessor Bowley and Sir Josiah Stamp (Os Nahonal Income^ 1924, 
p 41) that " ihe most important trwsfers of purchasmg power, 
lor which the recipient renders no current economic services, are 
interest on war debt and pensions ” 
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by taxation makes grants, m proportion to their 
purchases, to all its customers 

The distinction between grants and purchase pnces 
may be compared with that between transfer expendi- 
ture and real expenditure, which was noticed m the 
last chapter All grants of money are transfer 
expenditure and, m general, purchase prices represent 
real expenditure But, where a purchase price mdudes 
an element of money grant, it mcludes a corresponding 
element of transfer expenditure Moreover, grants of 
particular services or commodities presuppose a real 
expenditure m these particular directions 

§ 3 Grants, hke taxes, may be classified as direct 
and mdirect * A grant may be said to be direct, if 
the whole benefit accrues to the person to whom the 
grant is made It may be said to be mdirect, if the 
benefit is passed on, m whole or m part, from the 
person to whom the grant is made to some other 
person, owmg to a consequential change m the terms 
of some contract or bargam between them Thus an 
old age pension is a direct grant ® But a subsidy to 
pnvate enterprise is an mdirect grant, m so fax as part 
of the benefit is passed on to consumers through lower 
prices or to workers through higher wages 

The mcidence of grants is sinmlar to that of the 
incidence of taxes ^ The incidence of a (money) grant 

* Compare Ch V, §2 A grant is a negative tax and, therefore, 
to every proposition regarding taxes, there corresponds a proposition 
r^parding grants 

* Relatives or friends, who are supporting an old person, will 
braeht throngh his receipt of a pension, m so far as they reduce the 
amount of assistance which they were previously giving But this 
benefit is best classified as mdirect and not as part of the incidenoa 
of the grant of the pension 

S Compare Ch vH, and especially §2 
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IS upon those who receive the direct money benefit of 
the grant The incidence of a direct grant is, by 
defimtion, wholly on the person to whom the grant is 
made The incidence of an mdirect grant, or subsidy, m 
respect of any commodity is divided between the buyer 
and the seller m the ratio of the elasticity of supply of 
the commodity to the elasticity of demand for it For, 
the more elastic the supply, the more will the supply 
increase, £is a result of a given fall in the cost of 
production, allowmg for the subsidy, and the greater, 
therefore, will be the faU of price correspondmg to any 
given elasticity of demand The greater, therefore, 
wiU be the proportion of the mcidence which wiU be on 
the buyer On the other hand, the more elastic the 
demand, the more wiU the demand mcrease, as a result 
of a given fall m the price of the subsidised commodity, 
and the less, therefore, will be the fall in price corre- 
spondmg to any given elasticity of supply The greater, 
therefore, wiU be the proportion of the mcidence which 
will be on the seller 

The freeing of new houses from onerous rates, as 
proposed in Chapter X, § ii, would be eqmvalent m 
effect to a grant from pubhc funds to the builders of 
new houses 

§ 4 Just as the proper distribution of the burden 
of taxation is a possible subject of discussion,* so is the 
proper distribution of the benefit of grants 

Take, for instance, the conception of " abihty to 
pay " taxation Correspondmg to this we may formu- 
late a conception of " abihty to receive " grants But, 
just as " abihty to pay " must be mterpreted to mean 


* Compare Ch IX 
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sto9 

ability to pay wxth a mtmmum of economic loss,' so 
“ ability to receive ” must mean ability to receive 
with a maximum of economic gain From tbe three 
alternative apphcations of the prmaple of abihty to 
pay, namely minimum sacrifice, proportional sacrifice 
and equal sacrifice, we may derive three alternative 
applications of the prmaple of abihty to receive, 
namely maximum benefit, proportional benefit, and 
equal benefit Maximum benefit would be attained, 
as a first approximation, by making no grants to 
anyone whose mcome was above a certam level, and 
by raising all smaller mcomes, by means of grants, to 
exactly this level This plan, as it stands, is too crude 
for practice, but, m a modified form, it gives effect to 
the excellent prmaple of a national minimum standard 
of economic conditions below which no member of a 
avihsed commumty should be allowed to fall There 
IS, however, nothing to be said for adoptmg the 
prmaples of either proportional or equal benefit m the 
distribution of grants Agam, correspondmg to the 
precept that the mequahty of mcomes should not be 
altered by taxation, is the precept that this mequahty 
should not be altered by grants From the latter 
precept, which is no more acceptable than its mate, 
it will follow that, other thmgs being equal, the richer 
of two old men should always receive the larger old age 
pension 

Just as a particular tax, or a tax S3rstem as a whole, 
may be either proportional, progressive or regressive, 
so may a particular grant, or a grant S3retem as a whole 
Under a progressive grant system, the larger the 
reapient’s mcome, the smaller the proportion which is 
> See Ch. XHI, S2 
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added to it by grants, wlule under a regressive grant 
system, the larger the mcome, the larger the proportion 
which IS added by grants * 

§ 5 Fmally, just as, with taxation, mcidence is 
only part of the wider question of effects, so it is with 
grants The next three chapters, therefore, will be 
devoted to a discussion of the economic effects of grants, 
and of pubhc expenditure generally As m the 
corresponding case of taxation, more hght is thrown 
upon the practical desirabihty of various pohcies by 
such a study m economy than by considerations of 
eqmty. 


* We zmglit, if we preferred, reverse these meanmgs of the 

terms ** progressive " and regressive," as apphed to grants But 
it seems better to use the same terms to describe both taxes and 
grants, which tend to dimmish the mequahty of mcomes, or to 
mcrease it, as the case may be. 



Chapter XVIII 

THE EFFECTS OF PUBLIC EXPENDITURE ON 
PRODUCTION 

§ I Tlie distinction between grants and ptirchase 
prices IS less prominent m this chapter, which is 
concerned with the effects of pnbhc expenditure on 
production, than in the discussion, which occupies the 
next chapter, of the correspondmg effects on distribu- 
tion In this chapter the essential fact is that pubhc 
expenditure, combmed with taxation and other methods 
of raismg pubhc mcome, causes large diversions of 
economic resources from the channels, mto which they 
would otherwise have flowed, mto channels determmed 
by pubhc pohcy, and may consequently cause Isrge 
changes both m the character and m the total volume 
of production 

Just as taxation, other things bemg equal; should 
reduce production as httle as possible, so pubhc 
expenditure should mcrease it as much as possible 

§ 2 Many people do not seem to realise that pubhc 
expenditure can ever mcrease production Consider, 
for example, the following pronouncement ** The 
proportion of government expenditure to national 
mcome is several tunes as great as it was before the 
war, which means that a far smaller proportion of that 
mcome is available for provision for old age, for saving 


mzt 
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and business enterpnse ”* It is here apparently 
assumed that “ government expenditure ” may be 
simply subtracted from “ the national mcome,” and 
that the result of this subtraction represents what " is 
available for provision for old age, for savmg and 
busmess enterpnse ” In this view of the matter two 
essential facts are completely ignored The first is 
that much pubhc expenditure involves mere transfers 
of purchasmg power within the commumty As we 
have already seen, pa3mient of mterest on mtemal 
pubhc debt and pa3rment of old age pensions are 
obvious examples of such transfers The authors of 
the pronouncement just quoted seem to suggest that 
none of the dividends on War Loan are ever saved, 
and that old age pensions are not a provision for old 
age The second essential fact which is ignored is 
that much pubhc expenditure, on education and pubhc 
health for example, directly mcreases the productive 
power of the community, and hence the fund available 
for the purposes to which the authors refer Pubhc 
" expenditure,” m short, mdudes pubhc savmgs, and 
may promote much mvestment m human, as well as m 
material, capital 

A correct view of the effects of pubhc expenditure 
on production can only be reached by foUowmg a hne 
of enquiry parallel to that of Chapter X on the effects 
of taxation on production It is necessary to consider 
successively (i) effects upon abihty to work and save, 

* From a letter on " Prodigal Public Expenditure ** {Manchester 
Guardxan, July i6th, 1920), bearing the foUowing signatures 

Askwith, Chalmers, Cowdray, A Herbert Dixon, R A Hadfi^d, 
Ihchcape, Islmgton, Godfrey Xxicker-Lampson, Walter Leaf^ 
Midleton, John Denison Pender, W Peter Rylands, Salisbury, 
S^bozne, Arthur Steel-Maitland, Richard V Vassar-Snuth ** 
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(2) effects upon desire to work and save, and (3) effects 
of diversions of economic resources as between different 
emplojnnents and localities And “ work ” includes, as 
an important speaal case, the imdertaking of new 
enterprises 

§ 3 Before taking up these hues of thought, we 
shall make a digression A large part of modem public 
expenditure is devoted to purposes which make no 
direct contribution to economic welfare Expenditure 
on armaments and armed forces is the most striking 
example of this, and it is often said that such expendi- 
ture IS economic waste For men cannot eat guns or 
high explosives And the multiphcation of battleships 
IS not an econoimcal solution of the housmg problem. 

The economic waste and destruction of modem 
warfare need no emphasis, though many of the most 
overwhelmmg evils which war brmgs with it — pain and 
terror, anxiety and bereavement, hatred and moral 
degradation, especially among non-combatants — ^he 
outside the economic sphere But it is undemable that 
war expenditure, which results m preventing or limiting 
invasion or m securing mihtary victory, diminishes the 
economic loss which invasion or defeat would otherwise 
have caused It is even possible that, m exceptional 
circumstances, a short and successful war may bnng 
to a commumty as a whole a balance of econonuc gam, 
and nearly every war brings gam to a favoured few, 
even among the vanquished But, if the speeches of 
statesmen are the key to history, such possibihties of 
economic plunder play no part m the diplomacy, which 
from time to time launches a multitude of hves upon 
a sea of death It is, rather, to the non-economic tunes 
of “ national honour,” " the defence of hberty ” and 
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“ the sanctity of treaties *’ that the young men, on both 
sides, march away. Economic considerations enter, 
perhaps, only as an afterthought, when the tune at last 
amves to commemorate the glorious dead and to draft 
new treaties of peace to replace the old 

But the simple econoimst, unversed in these 
diplomatic mysteries, cannot deny that the services of 
soldiers, sailors and airmen, and even of armament 
manufacturers, may, under favourable conditions, 
contribute to his security and are thus m prmciple 
entitled, no less than the services of plumbers, 
scavengers and fire brigades, to a place m the aggregate 
of national “ production,” m its widest sense Here, 
however, as elsewhere, there is need for true economy, 
and a danger that the diversion of resources mto such 
channels may be either too great or too small In tune 
of peace, national expenditure on armed forces has 
the pecuhanty that it is almost wholly determmed by 
relative standards What each nation aims at is to be 
strong, not absolutely, but relatively to other nations 
Much talk, at mtemational conferences and elsewhere, 
of armament " ratios ” and of “ parity ” illustrates 
this A fifty per cent reduction in the armed forces 
of all nations would leave them all in much the same 
apparent state of security or insecurity as before 
And the same is true of a fifty per cent mcrease But 
an all-round increase m armed forces, while addmg 
nothmg to apparent relative security, subtracts 
econonaic resources from other uses m which they 
would have made a direct contribution to econormc 
welfare It subtracts, m particular, the services of a 
picked body of men, distmctly above the average m 
physical powers and not below it m mental powers, and 



PUBLIC EXPENDITURE AND PRODUCTION 215 

also laxge quantities of important commodities, such as 
iron, coal and oil The communities concerned have less 
economic welfare and no greater security In fact, they 
will have less security For this depends, not only on the 
relative strength of armed forces, but on the state of 
men’s mmds and the extent to which they meditate on 
the possibihty of war with their neiighbours It depends 
also on the effectiveness of arrangements for collective 
security through mutual assistance Security, m other 
words, is not only material but psychological And 
the greater the part which armed forces and armed 
habits of thought play in the life of a nation, the smaller 
is the psychological security against war The era of 
competitive European armaments, which filled the 
statesmen of each country with an ever-growmg fear 
of their neighbours and ended m the blundering 
outbreak of 1914, is sufficient proof of this There is 
a like competition and a hke fear throughout the world 
to-day It is, indeed, very obvious that the cuttmg 
down of armed forces, all the world over, to the levrf 
of an mtemational pohce force would be a condition 
both of maximum security and of maximum economic 
welfare What is required here is an mtemationa} 
agreement for the limitation of output * 

Armed forces for defence, or aggression, agamst 
external foes, fall mto the same class as domestic pohce, 
courts of justice, factory mspectors, and much else, 
expenditure on which would be largely unnecessary, 
if only men were a httle wiser, or more imagmative, 
or more honest, than they are It is to be sharply 

X I have discussed this and kindred problems at some length m 
my book Towards the Peace of Nattons, especially Chs VII-IX* and 
in my Practiced Socud^sm for Brttatn, Oas XXMV-XXXV 
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distingmshed from that other class of expendittire, on 
education for instance, which will always be necessary, 
either from pubhc or from private funds, whatever 
changes may take place in average human conduct or 
outlook 

§ 4 We may now return to the effects of pubhc 
expenditure upon people’s abihty to work and save 

Just as taxation will reduce a man’s abihty to work, 
if it dimimshes his ef&aency, so pubhc expenditure will 
increase it, if it increases his efficiency This opens a 
wide field for socially desirable expenditure, which wiH 
be further considered below tmder the head of diversion 
of economic resources But it may be pointed out 
here that grants m money may mcrease the efficiency, 
not so much of the direct recipients, as of their children 
m the future This is an important part of the case for 
widows’ pensions, for family allowances and similar 
proposals Further, certam grants m kmd, such as 
educational and medical services and house accom- 
modation, even at " imeconomic rents,” will do more 
to mcrease efficiency than eqmvalent grants in money, 
which would often be spent to less good purpose Such 
reactions of grants upon effiaency are one measure of 
the recipients’ “ abihty to receive,” which is analogous 
to taxpayers’ " abihty to pay ” 

Again, just as all taxation will reduce the victim’s 
abihty to save, if he has any margin out of which 
savmg is possible, so all pubhc expenditure wiU increase 
the benefimaiy’s abihty to save, m so far as it gives him 
any additional margm of this kmd If £ioo is taken 
from A by taxation and handed over to B — ^it matters 
not whether as dividends on War Loan, or m payment 
of a avil servant’s salary, or on any other pretext — the 
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inci-ease m B's ability to save exactly offsets the 
decrease in A's ability 

§5 Turning from effects upon abihty, to effects 
upon desire, to work and save, it was argued m Chapter 
X, § 3, that m this respect the expectation of future 
taxation is more important than the fact of present 
taxation The expectation of future benefits from 
pubhc expenditure has, likewise, an important influence 
In many cases the amount of these future benefits, by 
way of grants, is mdependent of the amount of the 
recipient’s future work and saving War pensions and 
interest on War Loan are examples The expectation 
of such fixed, periodical and, so far as the future is 
concerned, unconditional receipts is seldom* likely to 
mcrease desire to work or save, and, where demand for 
income m terms of effort is very inelastic, it is likely 
to decrease this desire so much that the effort put forth 
will produce an mcome smaller by nearly the full 
amount of the grant But not all grants are thus fixed 
and imconditional The prospect of a conditional 
giant, which will be paid only m the event of sickness 
or involuntary unemplojment, will not decrease present 
desire to work In some circumstances it may even 
increase it Agam, the prospect of a grant, which zs 
not fixed but mcreases with the future efforts of the 
recipient, such as a bounty on his earmngs or savmgs, 
would, unless demand for mcome was very melastic, 
increase his desire to work or save But grants of this 
kind are not often feasible m practice. On the other 
hand, the prospect of a grant, which dimmi^es with 

V Thougli sometimes the ezpectatioii of a small fixed minimum 
mcome m the future will^ by creatmg a foundation of security^ make 
it seem more worth while to build on this foundation than it would 
have been to start building without it 
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the future efforts of the recipient, will certainly check 
his desire to work and save Similarly a grant which 
dimimshes in proportion to his past efforts, as when, 
under a “ means test,” an unemployed man with 
savmgs gets less than one without Thus " thrift is 
penalised ” 

§ 6 We may now go on to consider the effects on 
production of diversions, due to pubhc expenditure, of 
economic resources as between different emplojment 
and localities Takmg first diversions as between 
different employments, the special case of expenditure 
on armed forces has already been discussed Akm to 
this are all other cases of expenditure designed, accord- 
ing to the classification adopted m Chapter XVI, § 2, 
to keep the social life of the community secure and 
ordered All that can be said of such expenditure, in 
this connection, is that it should be governed by the 
principle of economy The advantage of a httle more 
security and order must be balanced against the 
disadvantage of domg without those other com- 
modities and services, which would otherwise have been 
produced 

When, however, we turn to that other category of 
eijpenditure, which is designed to make the secure and 
ordered life of the commumty better worth hvmg, there 
IS something more to be said It has been pomted out 
m Chapter X, § ii, that grants, or subsidies, to particular 
mdustnes may sometunes be beneficial to production 
In more general terms, the diversion, through pubhc 
expenditure, of economic resources mto particular 
emplo5ments wiH sometimes increase production Such 
diversions may be brought about either by subsidies to 
private enterprises, or by runnmg pubhc enterprises 
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at a loss, which is made good out of general taxation,’ 
orbyembarkmgon pubhc enterpnses which will cover 
their own costs Again, such diversions may either 
promote the production of particular consumable 
commodities and services, or may take the form of a 
diversion of resources from provision for the present to 
provision for the future, and thus to the buildmg up of 
future productive power 

§7 It IS in order to secure a more effective 
economic provision for the future that the most far- 
reachmg diversions may be justified The economic 
mstitutions of capitahsm are such that, apart from the 
intervention of pubhc authorities, too httle provision 
of this kmd is made, and that which is made is badly 
composed Too httle provision is made, because there 
are very few people who do not to some extent discount 
the future, and espeaally the more distant future.* 
Most people prefer to spend £100 now rather than to 
have £ xo 5 to spend a year hence And they prefer 
£100 for themselves now rather than, say, £ 1,000 for 
tbemselves, or, m the event of them death, for some 
other person, thirty years hence Agam, what pro- 
vision IS made is badly composed, in the sense that 
too large a proportion takes the form of material 
capital and too small a proportion takes the form of 
human capital and of knowledge For the return 
obtainable by an mdividual from a wise mvestment m 
human capital or m knowledge is generally smaller 
than that obtainable from an equally wise mvestment 

> See Ch XIV. §§5-6 

“ See C 2 ji III, §5 ** Postenty was a chilly thing to work for, 

no matter bow much a man happened to love his own. or other 
pMple's already-produced childnsn " (T E Lawrence, Sew» 
Pt^rs of Wtsdatn, p 791 ) 
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in matenal capital But, for this very reason, the 
return to the coromunity as a whole is generally greater 
from an increase in the former t3rpe of mvestment than 
from an mcrease in the latter ' 

It follows that there is a large field for the inter- 
vention of public authorities to increase economic 
provision for the future and to secure a better balance 
between its component elements These two objects 
furnish the key to nearly all pubhc eirpenditure designed 
to increase productive power 

From the pomt of view of production, those forms 
of pubhc expenditure are socially desirable, which will 
increase productive power more than it would be 
mcreased, if the funds required were left m private 
hands To this category belongs expenditure on (i) 
debt redemption, where the bulk of the money repaid 
wiU generally be remvested* , (2) objects such as railway 
development m new countries, irrigation and afforesta- 
tion, which may be expected to 5ueld large returns m 
the long nm, but not m the immediate future, and 
which do not, therefore, attract the private mvestor , 
(3) the mcrease of knowledge, by the encouragement of 
research and mvention, and, as regards opportunities of 
employment, by the mamtenance of emplo3mient 
exchanges ; (4) education and trammg , (5) pubhc 
health , and (6) expenditure m aid of msurance against 
unemployment and certam other risks outside the 
control of the insured jierson 

* For a fuller discussion of these important pomts see Pigou, 
Economtcs of Welfare, pp 24-7 and 773-81 , Canaan, Wecdth, pp 
138 and 199*201 , and my own Jneqwhty of Incomes, pp 264-8 
Compare also Marshall, Principles of Economics, p 661 

* For further discussion of the problem of debt redemption see 
Ch XXIII, and also $9 of the present chapter 
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TLere axe, of course, limits to the amount that '•gfi 
be advantageously spent by pubhc authorities on these 
objects, but there are strong grounds for beheving that 
these Inmts he well ahead of most actual expenditures 
Hence increased pubhc expenditure in these directions 
IS desirable with a view to brmging about that 
distribution of the commumty’s resources between 
different uses, which wiU give the maximum future 
productivity 

This principle is already admitted m this country m 
the case of free education paid for out of the rates and 
taxes, m housing subsidies from pubhc funds, and m 
many other cases There is much to be said for the 
extension of the piinaple to cover the further extension 
of free education and free medical services, of free millc 
and free meals at school, and of the cheapenmg by 
subsidy of selected foodstuffs, in the interests of health 
and the development of human eflBtciency A subsidy 
to private savmgs is also, at first sight, defensible, with 
the object of stimulatmg saving But, as wiU be argued 
later, this object can be better secured by other means. 
Many other extensions of the prmaple may be defended, 
but not all of these are simultaneously practicable 
on a large scale, and it is necessary to balance their 
beneficial effects, in each esse, against the effects on 
production of raismg the necessary funds by taxation 
or otherwise 

Further, it is a matter for consideration, in each 
particular case, whether the object m view can be best 
attained by pubhc enterprise or by a subsidy to private 
enterprise Moreover, it is sometimes possible to bring 
about the desired results more satisfactorily by changes 
in taxation than by subsidies from pubhc expenditture. 
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It might be better, for example, to exempt new houses 
from local rates than to subsidise them 

§ 8 The employment of pubhc expenditure to 
encourage the use of selected commodities and services 
may thus greatly mcrease productivity But this 
pohcy, when it takes the form of the supply of such 
commodities and services free, or much below cost 
price, raises some further questions Smce a lowenng 
of price leads to an mcrease of demand, a pubhc 
authority must be prepared either to mcrease corre- 
spondmgly the supply of the commodities and services 
concerned, or to ration the supply, if the mcreased 
demand exceeds it But a very large mcrease of supply 
would sometimes mean an excessive and wasteful 
diversion of economic resources. On the other hand, 
rationing, though often a sound and popular pohcy m 
war time, is seldom appropriate to the conditions of 
peace The pohcy of free, or very cheap, supply is, 
therefore, better smted to commodities and services 
with an melastic, than for those with an elastic, demand 
at low prices Thus free medical services are, m this 
sense, more econonucEil than free railway trav^ or free 
dothmg Rationmg, on the other hand, though 
generally madvisable, can be apphed to some excep- 
tional cases, such as the number of free places m 
mstitutions providmg higher education 

Considerations of practical convemence, as has 
already been pointed out,* sometimes turn the scale m 
favour of free supply, as m the case of roads But m 
all sudi cases “ practical convemence ” will be found, 
on closer examination, to imply a power m the pubhc 
authority to prevent demand from outrunning supply. 

I See C3x XTV, §6 
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§ 9 It follows from the preceding argument that 
to promote the growth of matenal capital, at the 
expense either of human capital or of knowledge, is a 
mistaken pohcy which will tend to di mmish , and not to 
increase, production But to promote the growth of 
matenal capital, at the expense of consumption which 
does not add appreaably to human efficiency, is a 
pohcy which will mcrease production Broadly, such 
a pohcy will substitute savmg, either by pubhc 
authonties or pnvate persons, for spendmg There are 
very large possibihties here, which modem governments 
have hardly yet begun to explore The Government of 
the Soviet Umon is an exception Under its successive 
Five Year Plans provision for the future has been made, 
by means of pubhc mvestment, on an enormous, 
possibly even on an excessive, scale 

The operation of a sinking fund for debt reduction, 
fed from taxation, mcreases savmg For, whereas only 
a part of the funds raised by taxation would otherwise 
have been saved, practically the whole of the funds 
hberated by debt redemption will be remvested A 
vigorous sinkmg fund pohcy will, therefore, give a 
strong stimulus to saving, even if it necessitates heavy 
taxation This proposition may, however, be generalised 
m a much wider pohcy 

Three alternative forms of such a pohcy may be 
distmguished In the first place, pubhc expenditure 
may be directed to the repajment of deadweight pubhc 
debt, which has no pubhc assets behmd it. This is 
the ordmaiy pohcy of the sinkmg fund It eliminates 
what has been called “ imagmary capital ” and hberates 
funds mvested m pubhc securities for mvestment m the 
creation of new capital goods m pnvate ownership. 
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In the second place, public expenditure may be directed 
to the purchase by pubhc authorities of existing real 
capital m private ownership This pohcy transfers 
existmg capital from private to pubhc ownership and 
hberates funds invested in the existing capital goods 
for investment in the creation of new capital goods 
m private ownership In the third place, pubhc 
expenditure may be directed to the creation of new 
capital goods m pubhc ownership This pohcy mvests 
funds directly m new pubhc assets 

Provided that sufficient opportumties for new 
mvestment are available — an important proviso to 
which I shall return — each of these pohcies leads to 
new capital expenditure The first and second 
stimulate savmg by private mdividuals, the third 
takes the form of new savmgs by pubhc authonties , 
both the second and third result in the creation of new 
pubhc assets, while the first dimmishes pubhc debt 
A pohcy mtermediate between the first and the second 
consists of the repa3?ment of private mortgages on 
pubhcly owned undertakings, such as national 
railways or electric plants or mumcipal tramwa3re or 
gasworks 

The stimulus to savmg and to the creation of new 
capital, which these pohcies render possible, can be 
made just as effective as, and is more m accord with 
modem ideas than, a stimulus secured through mcreased 
exemption of savmgs from taxation * But the undue 
concentration of the thought of economists on the 
revenue, as distmct from the expenditure, side of 
pubhc finance has hitherto left these alternatives in 
shadow 

* Coxnpaxe Ch X, {6 
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It IS not less important to provide new enterprise to 
absorb new savmgs than to provide new savings to 
sustain new enterprise The volume of new mvest- 
ment, in any given period, does not necessarily comcide 
with the volume of new savings The lack of this 
coinadence is one of the causes of instabihty in the 
price level, of industrial fluctuations and of unemploy- 
ment To create and maintam such a coincidence 
pubhc mtervention is often required, partly through 
programmes of pubhc works financed by loan, partly 
through the organisation and control of new mvestment 
in private enterprise * But pubhc works can also be 
financed otherwise than by loan A large programme 
of pubhc capital development along selected hnes, 
financed from taxation, may become one of the most 
fruitful developments of financial pohcy in modem 
communities This method has been used by many 
governments m Europe smce the war “ The magmtude 
and speed of achievement of such a programme is 
hmited, not by the obstacle of the rate of mterest, as 
with programmes of pubhc or pnvate capital develop- 
ment by loan, but by the obstacle of the rate of taxation 
which, if it were raised above a certam pomt, or if 
it were raised too rapidly, would arouse effective 
opposition 

The effects of financing public works by loan and 
by taxation differ m several respects Fmance by 
taxation causes only a transfer, and changed use, of 
purdhasmg power, not an addition to it But fin ance 
by loan may mcrease purchasmg power through an 
expansion of credit And sometimes such an increase 

* See my PracUcal Sociahsm for Brtiatn, Chs XXII and XXV, 

• For details see XJnbalwnced Btidgets by myself and other authors. 
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is desirable, m order to stnnulate production On the 
other hand, just because it makes no addition to 
purchasmg power, but only transfers it and changes 
its use, finance by taxation may have an advantage 
over finance by loan m checkmg an unhealthy boom 
This pomt IS dealt with m Chapter XX The ^ects of 
the two methods on distribution also difier, as is 
explained in Chapter XIX Even when funds for 
pubhc works are raised by taxation, they may, of 
course, be lent, and mterest charged, to pubhc enter- 
prises For this purpose a pubhc loan fund for 
development, fed by taxation, may be created 

§ lo Diversions, through pubhc expenditure, of 
econonuc resources as between different locahties wdl 
sometimes mcrease productive power. A distribution 
of grants from a central exchequer to local authorities, 
in such a way as to stimulate the latter in the efficient 
performance of their functions, will do this Further, 
special grants m aid of pubhc services m the poorer 
locahties — sometimes spoken of as “ necessitous area 
grants ” — will enable the pubhc authorities concerned 
to make a better provision for these services than could 
have been made, if a given total of grants had been less 
unequally distributed. Moreover, the dehberate 
gmdance, by geographical planning or financial mduce- 
ment, of new mdustnes, pubhc or private, mto 
" depressed areas ” may make for a fuller utilisation of 
immobile and unemployed resources and thus lead, even 
at some imtial cost, to increased aggregate production 
later 

§ II. The precedmg argument has assumed a 
framework of private property and private enterprise, 
withm which we have studied the diversion of economic 
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resources m consequence of public expenditure, and m 
an earlier chapter in consequence of taxation, from that 
distribution between emplojonents and locahties which 
would otherwise have come about This method of 
study IS most appropriate when the range of pubhc 
authorities' economic activities is narrow It becomes 
less and less appropriate as this range extends, smce 
the basis of comparison becomes more and more remote 
and unreal In the Soviet Umon, for example, Pubhc 
Fmance merges mto Pubhc Economy m a wide sense, 
and IS dommated by a central planned direction of all 
the economic activities of the commumty towards 
certam dehberately chosen ends Thus m the first 
Five Year Plan hght mdustry was stiffly taxed to 
promote the growth of heavy mdustry and electrifica- 
tion. With the abohtion of private property m the 
means of production, and with the disappearance of 
nearly aU large mcomes and of all large inhmted 
fortunes, private savmg becomes of small importance 
and the mdividual taxpayer fades mto the background, 
the pubhc enterprise becommg the chief taxable subject 
The form of any useful discussion of pubhc finance must 
be adapted to the current economic mstitutions. 

§ 12 To sum up the mam conclusions of this 
chapter,* whereas taxation, taken alone, probably 
checks production, pubhc expenditure, taken alone, 
should almost certainly mcrease it Expenditure on 
pohce and armed forces, if not overdone, and on the 
other apparatus of order and security, creates the 
conditions under which alone organised production can 
take place at all Expenditure of other kinds acts on 
production in three ways, first, through its efiEects on 

* Compare the last section of Ch X. 
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ability to work and save , second, through its effects on 
desire to work and save , third, through diversions of 
economic resources as between different employments 
and localities Under the first head, the stimulus to 
production is clear, just as the correspondmg check due 
to taxation is clear Under the second head, much 
depends, as in the case of taxation, upon the character 
both of persons and of pohcy On balance, however, 
some shght check to production is probable as a result 
of the expectation of grants Under the third head, 
there are very great possibihties, hitherto largely 
neglected, of stimulating production, more especially 
through wise expenditure on pubhc health, education 
and the mcrease of knowledge, and through a stimulus 
to savmg, both pubhc and private, provided adequate 
opportumties for investment are created Such 
expenditure, m turn, will mdirectly mcrease ability, 
and perhaps also desire, to work and save 

Striking a balance between the two sides of the 
account, there can be no doubt that the stimulus to 
production afforded by a wise system of pubhc 
expenditure will far outweigh the check, if any, resultmg 
from the taxation and other devices required to finance 
it, provided that these also are well contrived from this 
pomt of view. But the actual pubhc expenditure of 
many modern commumties, predominantly on armed 
forces and war debts, is a melancholy spectacle, on 
which the shrill and imdiscnminatmg clamour of 
“ economists," m the vulgar sense of the word, is an 
madequate commentary. 



Chapter XIX 


THE EFFECTS OF PUBLIC EXPENDITURE ON 
DISTRIBUTION 

§ I A study of tibe effects of pubhc expenditure 
on distribution involves a discussion, on parallel lines 
to that of Chapter XI, of the effects of taxation on 
distribution The paraUehsm is complete so fax as that 
part of pubhc expenditure, which consists of grants 
conferring special benefit on individuals, is concerned 
We may, therefore, begm with pubhc expenditure of 
this sort 

Those who find Wagner’s “ socio-pohtical ” view of 
taxation hard to swallow, will find it a still harder 
sa3nng that, other things bemg equal, that S 3 rstem of 
pubhc expenditure is most desirable, which has the 
strongest tendency to reduce the mequahty of mcomes. 
Yet this follows logically from the view that a less 
unequal distribution is desirable 

§ 2 As was pomted out m Chapter XVII, § 4, 
a pzirticular grant, like a particular tax, may be 
regressive, proportional or progressive. A grant is 
regressive if, the smaller the recipient’s income, the 
smaller the proportionate addition made by the grant ; 
progressive if, the smaller the recipient’s mcome, the 
larger the proportionate addition ; proportional if, 
whatever the size of the recipient’s mcome, the pro- 
portionate addition is the same Thus a universal 
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and uniform old age pension payable to all who attain 
a certain age would be progressive as between the 
recipients, while mterest on pubhc debt is, on the 
whole, regressive as between the recipients * More 
generally, a system of grants, like a system of taxes, 
may be regressive, proportional or progressive either 
over the whole body of citizens, or over particular 
groups of grant recipients 

A progressive grant system tends to reduce the 
mequaJity of mcomes So does a proportional, or even 
a mildly regressive, grant S37stem But a more sharply 
regressive grant system tends to mcrease mequahty 
On the other hand, the sharper the progression, the 
stronger the tendency to reduction* Considerations 
of distribution, therefore, lead us toward the most 
sharply progressive grant S 3 retem that is practicable 
The prmaple of minimum sacrifice in the distribution 
of taxation runs parallel to the principle of maximum 
benefit m the distnbution of grants As pomted out 
above, a rough approximation to the latter prmaple 
would be a grant system, which brought all mcomes 
below a certam level up to that level, and added not hing 
to any mcome above that level But, whereas the pohcy 
of the National Minimum embodies the first part of 
this idea, the second part is not practically attamable, 
at any rate while large pubhc debts remam Moreover, 
considerations of production limit the height at wJudi 
national minimum standards can advantageously be 
set But the case for a considerable degree of pro- 
gression may be taken to be firmly established. 

* Most obvioTiidy mth holdings by mdividnals, but also, on the 
whole, when the benefit of corporate holdings, e g , by banks or 
insurance compames, are traced through to mdividual shareholders, 

* Compare Ch XI, §2, and Note to Ch IX, §3, 
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When grants take the form, not of money payments, 
but of particular services or commodities, such as free 
medical treatment or education, it is difficult to 
these at then: money value to the reapients But, as 
was pomted out m the last chapter, such grants wiU 
often mcrease the economic welfare of then: recipients, 
and also the productive power of the commumty, much 
more than eqmvalent money grants would do 

The question of subsidies, referred to m the last 
chapter from the pomt of view of production, may alw 
be looked at from the pomt of view of distribution 
Thus a bread or a milk subsidy which lowered prices 
would operate as a progressive grant, while a subsidy 
on private savings would be regressive Given a great 
inequahty of mcomes, the case for progressive subsidies 
IS strengthened 

§ 3 The effect of grants upon distribution may be 
modified by their reactions on individual mcomes If 
the prospect of a grant causes a person to work or save 
less than he would otherwise have done, the effect of 
the grant in mcreasmg hxs mcome will be dimmished, 
and in the opposite case its effect will be mcreased 
But this class of problem is covered by the discussion 
m the last chapter 

Again, distribution would be mdirectly affected, 
and the mequahty of mcomes reduced, by educational 
expenditure on a scale sufficient to enable the younger 
generation to move m large numbers from the worse 
paid to the better paid occupations and thereby to 
reduce considerably the differences between the higher 
and the lower rates of pay * 


* See my InequaJtty of Incomes^ pp 264-7 
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§ 4 So far we have been considenng effects upon 
distribution, m the sense of effects upon the inequality 
of incomes Grants may improve distribution simply 
by dimimshing this mequahty But they may ^so 
improve it by adjustmg individual mcomes more 
closely to mdividual, or family, needs dunng different 
periods The latter sort of improvement is the aun of 
much modem legislation, as, for example, the provision, 
wholly or partly out of pubhc funds, of old age pensions, 
sick benefit, unemplo3mient benefit, maternity benefit, 
widows’ pensions, family allowances, and so forth 
There is some parallelism here with the adjustment of 
taxation to the domestic circumstances of the taxpayer 
From the pomt of view of distribution, expenditure 
according to abihty to receive, the correlative of 
taxation accordmg to abihty to pay, is achieved, when, 
correspondmg to a given expenditure, the maximum 
addition is made to economic welfare 

§ 5 We may now turn from grants conferring 
special benefit on particular persons to grants conferring 
common benefit on all members of a particular class 
The effects of the latter upon distnbution are difficult 
to trace, and the dividmg Ime between the two sorts of 
grants is not dear cut. But common benefit is some- 
times dearly traceable to particular groups, as, for 
example, when grants-m-aid from the central exdiequer 
benefit local ratepayers, when local expenditure 
mcreases the value of fixed property and thus benefits 
local landowners, when expenditure on roads benefits 
motorists, or when expenditure on a pubhc park confers 
a common benefit on all who use it 

Agam, the benefit of security is common to aU 
members of the community, except a few cnnunals 
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But this benefit cannot be accurately allocated as 
between different people It is, indeed, clear that, the 
greater a man's wealth, the greater the benefit which 
he derives from security of possession But the relative 
advantage, which accrues to people of different degrees 
of wealth, from the protection of life and property and 
the prevention of mihtaxy invasion, cannot, m fact, be 
estimated 

§ 6 In the last chapter we compared the effects of 
financmg pubhc works by taxation and by loan From 
the pomt of view of distribution finance by taxation has 
the advantage that it creates no new private investment 
income New pubhdy owned capital assets are 
created, free from any mterest charge m favour of 
private persons But if pubhc works are financed by 
loans from pubhdy owned banks, so that no mterest 
on the loans is paid to private persons, there is httle 
difference, m respect of distribution, between the two 
methods* 
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SOME OTHER EFFECTS OF PUBLIC 
EXPENDITURE 

§ I In this chapter we shall conclude our study of 
the economic effects of pubhc expenditure 

Just as the cost of collection of taxes is an important 
cntenon of the. ef&ciency of a tax system, so -^e cost 
of a dminis tration of policies mvolving pubhc expendi- 
ture IS an important cntenon of the success of such 
pohcies If the cost of administration is greater than 
it need be m order to obtain a given result, this is 
eqmvalent to a dimmution of production, through the 
waste of labour and materials MEany popular accusa- 
tions of waste and mef&ciency made against pubhc 
departments are based on ignorance and prejudiced 
exaggeration But there is no doubt that the cost of 
pubhc admmistration is sometimes excessive m 
relation to the results obtained This opens up large 
questions, which cannot be pursued here, of the 
organisation of pubhc departments, and of how far they 
might adopt the busmess methods appropriate to 
private firms But it is very desirable that pubhc 
departments should cultivate to the full what may be 
described as a marginal sense, and, with the aid of 
cost accormting m smtable cases, should balance the 
advantage of a small mcrease m their activities against 
its cost < Sometimes such considerations will pomt to 
the need for an mcrease, rathCT than a decrease, of 
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expenditure The pohcy embodied m the Factory and 
Trade Board Acts, for example, cannot be properly 
earned out without an mcrease m the inspectorate of 
the Home Office and the Ministry of Labour And 
agam, accordmg to the official evidence given before 
the Royal Commission on Income Tax, a comparatively 
small mcrease m the staff of the Inland Revenue 
Department would enable a large additional revenue 
to be collected 

§ 2 On the relation of pubhc expenditure to 
unemplojnnent somethmg further may be said here, 
not so much from the pomt of view of mcreasmg 
production, which was considered m Chapter XVII, as 
from that of stead3nng emplo3nnent by durmuRbiTig 
fluctuations m the demand for labour. 

A pohcy havmg this object may take vanous forms 
The least ambitious of these reqmres only that a pubhc 
authority shall keep its own demand for vanous kmds 
of labour as steady as possible, and not allow it to 
fluctuate m the same direction as private demand for 
the same kinds of labour There is not much m this, 
and pubhc authonties could easily succeed m gomg 
thus far 

Caxrymg the pohcy a stage further, a pubhc 
authonty, without undertakmg any speaal enterprises 
m penods of trade depression, may so arrange its 
ordmary expenditure, as between different years or 
between different seasons of the same year, that the 
pubhc demand for vanous kmds of labour fluctuates m 
the opposite direction to the pnvate demand for the 
same lands of labour This does not mvolve any greater 
public expenditure over a penod of years, but only a 
change m the distnbution of this expenditure through 
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time It may even mvolve a smaller expenditure, m 
so far as prices of stores and other materials and wages 
of labour are lower when trade is bad than when it is 
good 

Canning the pohcy a stage further still, a public 
authority may, when trade is bad, itself undertake 
special enterprises, m the form of pubhc works, or 
may make grants m aid* of enterprises undertaken by 
subordinate authorities or even by private firms The 
increased demand for labour thus created, whether 
financed by taxation or by loans, may be partly ofiset 
by a decreased demand from other sources for the same 
or other kinds of labour If finance is by taxation, it 
wiU be nearly aU offset, smce there is only a transfer of, 
and no addition to, purchasing power * But, even so, 
this fixed quantity of purchasmg power may now 
create a greater demand for labour, and a smaller 
demand for other factors of production, than it would 
otherwise have done If, on the other hand, finance is 
by loan, the possibihties of an mcreased demand for 
labour are much greater, smce purchasmg power may 
be mcreased through an expansion of credit, and 
opportunities provided, which might otherwise be 
lacking, for the full use of new savmgs in new mvest- 
ment Putting the argument m another form, there 
will be a net mcrease m the demand for labour, and 
hence a net reduction in imemployment, in so far as 
accumulated stocks of goods are drawn upon, which 
would otherwise have lam idle And m a trade 
depression, large stocks of this kmd are generally 
available. 

^ Hxcept m so far as the velocity of circulation of money may be 
mcreased^ as a result of the transfer 
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Further, the tmemployed and their dependants are 
in any case maintained out of the proceeds of taxes, 
pubhc loans or other sources of pubhc or private 
contribution If pubhc works are undertaken, and 
especially if these are of such a kmd that wages form 
a large proportion of their cost, a small mcrease m 
expenditure, as compared with what would be reqmred 
to mamtain the tmemployed m idleness, may result in 
a comparatively large increase m emplojnnent and in 
production It only pays private enterprise to employ 
an unemployed man, if the value of his work will be 
not less than his wages But, on the same footing, it 
pays a pubhc authority to employ him, if the value of 
his work will be not less than his wages minus the cos< 
to the authority of maintaining him and his dependants 
when he is unentployed The effect of a pubhc works 
pohcy, which mcreases both production and purchasmg 
power and reduces unemployment, is felt on both sides 
of the budget It increases the yield of taxes at given 
rates and diminishes expenditure on the mamtenance 
of the unemployed 

There is, therefore, considerable scope for a pohcy, 
by which pubhc authorities will thus help to steady 
the demand for labour and dimmish the great 
•waste of productive power which trade depressions 
involve * But such a pohcy, to be effective, pre- 
supposes ■the preparation m advance of detailed 

* If the contimiance of trade depression is mainly due to lack of 
business confidence," a public authority may apply a psychological 
stimulus to trade by taking over, on conditions, certam risks 'which 
business men are nn'wilhng to run Thus it may guarantee loans 
for ne’w developments, as under the British Trade Facihties Act, 
or gfuarantee payment for goods supphed, as under the British Export 
Credits scheme Such guarantees, if wisely given, are for the 
Treasury the cheapest of all subsidies to employment 
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schemes, and the power to act qmckly, when the need 
arises 

§3- But pubhc works should not be regarded 
merely as a device for stead3ung emplo5mient They 
have other merits, and an important place, as was 
argued in Chapter XVIII, m pohcies designed to 
mcrease production Used for t h is purpose, it was 
argued in Chapter XIX that, from the pomt of view of 
distribution, they are better financed by taxation than 
by loans This last argument is reinforced by another, 
which leads us back to the problem of steadying 
emplo37ment. It is held by some economists, though 
this view of the matter is by no means umversally 
accepted, that the trade cycle is traceable, through an 
mcrease m the supply of money, to an imdue mcrease 
m the demand for consumption goods, which throws 
out of employment resources devoted to the production 
of capital goods, thus causmg the familieir transition 
from boom to slump. Those who hold this view admit 
that these unfortunate results need not follow, if 
volimtary private savmg were to mcrease su£5ciently 
to prevent that " undue " mcrease m the demand for 
consumption goods which, according to this theory, 
from time to tune upsets the balance of mdustry But 
if the substitution of more voluntary private savmg for 
more consumption would give stabihty, so equally 
would more compulsory pubhc savmg If, therefore, this 
theory be true, the cure for mstabihty is to be found m 
mcreased taxation, levied at the appropriate tune, to 
finance newcapitalconstructionby way of pubhc works * 

* An ironical concliision« since most of those who hold this theory 
are rabid individualists, domiciled m London Umversity but havmg 
their spiritual home in certam academic byw ay s m Vienna 
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§ 4 Hie discussion contained in this and the two 
preceding chapters indicates the wide range of objects 
which wise pubhc expenditure may serve We may 
brmg this part of our enquiry to an end by emphasismg 
once more the fundamental proposition, which m 
diff erent aspects has been emphasised several tunes 
before The central problem of pubhc finance is no 
less, and no more, than the problem of securing the best 
disposal of the economic resources of the commumty, 
m so far as pubhc authorities can influence this 
disposaL 
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Chapter XXI 


THE GENERAL CHARACTERISTICS OF PUBLIC 

DEBTS 

§ I One method by which a public authority may 
obtain income is by borrowmg. The proceeds of such 
pubhc borrowmg form part of pubhc receipts, or public 
mcome On the other hand, the pa37ment of mterest 
on, and the repa 3 rment of the principal of, the pubhc 
debts thus created form part of pubhc expenditure 
The correlative of pubhc debts is pubhc assets The 
debts of most national governments, however, greatly 
exceed their assets, chiefly because most of these debts 
are war debts But some pubhc authorities, especially 
local authorities, most of whose debts have been 
mcurred m the purchase of land and material capital, 
have assets m excess of their debts 

A distmction is often drawn between " reproductiye 
debt ” — an absurd phrase — and “ deadw ogh t d ebt ** 
The former is debt which is fully covSed, or balanced, 
by the possession of assets of equal value ; the latter 
IS debt to which no existmg assets correspond Pubhc 
debt, which is fully covered by pubhc assets, is hke 
the capital of a company, and the creditors of the 
pubhc authority like debenture holders The mterest 
on reproductive debt is normally paid out of mcome 
derived by the pubhc authority from the owner^p of 
its property or the conduct of its enterprises The 
interest on deadweight debt, on the other hand, must 
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be obtained from some other source of pubhc income, 
generally from taxation It is sigmficant of the usual 
relation of pubhc debts to pubhc assets in the modem 
world that there is no commonly recogmsed distmction 
between public assets which are subject to, and those 
which are free from, a mortgage of debt to private 
persons If the assets of pubhc authorities often 
exceeded their debts, such a distmction would be 
famihar 

§ 2 Pubhc debts mvolve pubhc loans, which may 
be classified in various ways In the first place, a loan 
may be either YQlimta^ m com pulsqry A compulsory, 
or forced, loan mirraia^~in modem pubhc finance, 
since it combines the disadvantages, while lacking the 
corresponding advantages, of both a tax and a voluntary 
loan The chief advantage of a voluntary loan, as 
compared with a tax, is that different lenders are free, 
accordmg to their circumstances and inchnations, to 
subscribe as much or as httle as they please But this 
disadvantage is lacking in a forced loan, which must 
be compulsorily subscribed on the same basis as a tax 
The chief advantage qf a tax, as compared with a 
voluntary loan, is that it leaves behmd it no trail of 
charges for mterest and repa3mient of prmcipal But 
this advantage is lacking m a forced loan, though the 
rate of interest on the latter may be lower than on a 
voluntary loan 

In the second place, a loan may be either internal or 
eternal. A loan is mtemal, if subscribed ^^persons 
of institutions within the area controlled by the pubhc 
authority which raises the loan , external, if subscribed 
by persons or institutions outside this area An 
internal loan may be either voluntary or forced ; an 
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external loan must, except under military or other 
coeraon, be voluntary An mtemal loan only involves 
transfers of wealth within the borrowing community — 
which m this case is the same as the lending community ; 
an external loan mvolves, first, a transfer of wealth 
from the lending to the borrowing community, when 
the loan is made and, second, a transfer m the reverse 
direction, when mterest is paid or principal repaid 
An external loan may be gradually transformed into an 
mtemal loan through the purchase by members of the 
debtor commumty of pubhc securities held by foreigners. 
Similarly, an mtemal loan may be gradually trans- 
formed into an external loan by sales to foreigners of 
pubhc securities held by members of the debtor 
commumty 

§ 3 In the third place, a loan may be for a long, 
or for a short, term This is a distmction of degree. 
The extreme example of a long term loan is Bri tish 
“ Old Consols,” the pnnapal of which need never be 
repaid The extreme example, m British practice, of 
a pubhc short term loan is the Treasury Bill, repayable 
after three months It is common, m moderatdy long 
term borrowmg, to fix two dates, after the earher of 
which a pubhc authority may, and at the later of which 
it musi, repay the pnnapal Long term debt gradually 
turns mto short term, as its date of repayment 
approaches Like a boat which seemed securely 
beached on the shore, it is sooner or later floated off 
on the rising tide of time Old Consols, alone of 
Bntish government debts, he securely above time's 
high water mark 

Hence the distmction often drawn between 
" funded ” and " floatmg ” debt, roughly eqmvaloit 
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to that between long and short term debt * The near 
approach of the obhgation to repay large sums is often 
a disturbing factor m the calculations of Finance 
Mimsters The process of “ fimding the floating debt ” 
IS designed to remove this factor by borrowmg for a 
term of years m order to repay part at least of the 
floating debt which is “ maturing ” m the immediate 
future 

There is, mdeed, another form of pubhc debt which 
reheves Fmance Mmisters from any such preoccupation 
This is the terminable annmtv, involving a senes of 
payments to a lender for a term of years, but no 
repayment of any capital sum at the end of the term 
This naturally costs the borrower more per year dunng 
the term of the annmty than an ordmary loan, but less 
m the long run 

§ 4 The fact that a debt is not repayable before a 
certain date does not, of course, prevent a pubhc 
authonty from purchasing its own secunties on the 
Stock Exchange at any time at their current pnce, and 
canceUing them The phrase “ not repayable ” means 
not compulsorily repayable at par, or at whatever the 
pnce fixed for repa5nnent when the debt was con- 
tracted To make debts not repayable, m this sense, 

* The use of the terms ” funded/* unfunded ** and " floating 
IS often confusing Thus Funding JuOslr, issued m 1919 to fund part 
of the floating debt and repayable between 1960 and 1990 is classed 
ofl 5 cially as “ unfunded debt 1 A further example of confusion of 
terms may be cited here A pernicious propos^ has been made^ 
though happily it has not been adopted, that the British Gk>vein- 
ment shoiild fund war pensions/* which means that it should 
borrow the money required to pay these pensions instead of parang 
them out of the proceeds of taxation The use of the term ** fund " 
in this connection is quite mappropnate, though it may convey to 
inexpert mmds a vague and comforti^ suggestion of financial 

rectitude 
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before a cfistant date is an additional inducement to 
lenders, if they anticipate that the rate of interest will 
fall For the pubhc authority is then bindmg itself not 
to take advantage of this fall m order to convert the 
debt mto another at a lower rate of interest For 
example, if a government borrows at five per cent at 
pax, and if, a few years later, the rate of interest falls 
to four per cent , it can then borrow at four per cent 
and with the proceeds of this new loan, unless it has 
bound itself not to do so, can compulsonlyrepay theold, 
thus saving one-fifth of its annual mterest charges, 
while the original lenders on remvestmg their money 
will only be able to obtain four-fifths of their previous 
interest on the same class of security * On the other 
hand, to make debts repayable at an early date is an 
additional mducement to lenders, if they anticipate 
that the rate of interest may rise For they will then 
be protected against capital depreciation and will be 
able, when repaid, to remvest their money at the 
higher rate 

There are other sp^al_mdaiceinents_ which may be 
offered to lenders by aBoixowmg pubhc authority, such 
as exemption from its own taxation of the mcome from 
its own securities, the right to tender these securities 
at a price above the market price in pa3mient of taxes, 
the Tight of conversion mto subsequent loans, if issued 
at a higher rate of mterest, the right to repa3rment at 
a premium, and so on Special inducements of this 
kind are substitutes for the higher rate of mterest on 
the loan which would otherwise have to be offered m 
order to induce sufi&aent subscriptions And most of 

* For a further dxscussioxi of ^ch conversion operations see 
Ch XXIV 
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them are bad substitutes In particular, so far as 
internal debt is concerned, the exemption of pubhc 
securities, or the mcome from them, from all future 
taxation is highly undesirable, hampering the discretion 
of future Fmance Ministers and mtroducmg tiresome 
comphcations mto the tax system * 

§ 5 As a rule, pubhc debts bear mterest at a fixed 
rate If, subsequently, rates of interest or prices fall, 
lenders secure an unearned mcrement There is a 
strong case for making the rate of mterest on new 
pubhc debts vary m accordance with changes in the 
general rate of mterest, or wnth changes m the general 
level of prices, or with these two sets of changes taken 
m combmation 

To make the rate vary with the general rate of 
interest would make the date of repayment a matter 
of mdifference to lenders It would automatically 
secure the advantage of conversion to the pubhc 
authority when the rate of mterest fell, and to lenders 
when it rose. 

To make |he rate vary with the general level of 
pnces would prevent an mcrease m the real burden of 
the debt as prices fell This advantage, for reasons 
which wiU appear later, would probably outweigh the 
disadvantage of preventmg a decrease m the burden of 
fhe debt as prices rose, and would remove one of the 
apparent advantages to a government of depreaatmg 
its cunency by the issue of large quantities of paper 
money It would also, m periods of falling prices, do 
something to satisfy the sense of justice of wage-earners, 
whose money wages were being reduced 


^ See Cn IZ, §64 footnote 
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The proposal to substitute a variable for a fixed 
rate of interest would, however, probably encounter 
prejudice on the part of many investors, who are still 
Ignorant or distrustful of the uses of index numbers 

§ 6 It has already been remarked that, so far as 
most national governments, and particularly European 
governments, are concerned, the bulk of their pubhc 
debt IS deadweight debt incurred for purposes of war 
This IS not a new development smce 1914 The 
British Government for several himdred years has 
increased its debt by a large percentage at each 
successive war, by which our history is illuminated, and 
has never succeeded m wiping out these increases before 
the outbreak of the next war m the senes The Bntish 
national debt of 1914 weis, m part, mcurred dunng the 
wars agamst the French more than a hundred years 
before * Nor was the Bntish Government pecuhar m 
thus preserving from generation to generation financial 
mementos of " ol^ui^appy^f^ ofi thmgs^ and l^^es 
long ago ” Other governments showed a Ete venera- 
tion ?or the past, each according to its antiqmty and 
its histone capacity to fight and to borrow But an 
histoncal explanation is not a justification If pzist 

* The Bntish. national debt was only reduced from ;f85o,ooo,ooo 
m 1817 to ;£840 ,ooo,ooo in 184 ^, £ 800 , 000,000 m 1867, 
in 1895 and £ 707 , 000,000 in 1914 The net reduction m these 
ninety-seven years was thus only 143,000,000 Of the ^^707,000,000 
outstanding m X914, some ;^2io,ooo,ooo represented new borrow- 
mgs smce 1817, mc^udmg ^^35,000,000 for the Cnmean War and 
^140,000,000 for the Boer War But there remamed some 
;£496,ooo,ooo of the debt of 1817, which had not been paid off m 1914 
Moreover, if account be taken of the mcrease m the value of money 
during this period, both the real value of the aimuaJ mterest charge 
m terms of commodities, and the real value of the prmcapai of 
the debt, were actually greater at the end than at the begmmng 
This IS a very remarkable fact which seems to have escaped the 
notice of many historians 
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generations had been wiser, the present generation 
would now be happier and less heavily burdened But 
reflections on the past are a digression Here we are 
concerned with the present and future burden of pubhc 
debts, and in the next chapter we shall study more 
closely the nature of this burden 



Chapter XXII 

THE BURDEN OF PUBLIC DEBTS 

§ I The nature of the burden of a deadweight 
pubhc debt is often misunderstood The direct burden 
of an external debt is, mdeed, a simple matter Durmg 
any given period the direct^money buxdenj^measim^ 
by t]::^_su5a _of_ money jiaymenl^ for interest and 
repajmient of prmcipal, to external creditors, and the 
direct real burden by the loss of economic welfare, whidi 
these pa3/ments mvolve, to members of the debtor 
commumty If the direct money burden is given, 
the dire5^rea^_burden^^wih^yary according to.Jhe 
proportions in which various inembers of the cranmirnty 
contribute to the required money payments If ihese 
Sire made mainly by The rich, the direct real burden will 
be smaller than if they are made mainly by the poor -1 
Puttmg it another way, the money payments are used 
by the external creditors to obtam goods and services, 
which would otherwise have been at the disposal of 
members of the debtor commumty The latter are, 
therefore, deprived of goods and services to this 
amoimt, and the resultmg direct real burden will 
depend on the way m which this deprivation is 
distributed. 

The indirect burden of an external debt, whether 
money burden or real burden, arises from the^jieci tg 
production due, ta^&onjeqmred 
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the debt cdiargra and, second, to economies in those 
fonns'of pubhc €Kxpen^ure^_which w ouT d promote' 
"Adduction Tfiasmmr^t burden is similar ih chmacto 
to that of an internal debt and can^best be discusged 
under th^ Jheadiiig' The paradoxical idea is some- 
’6mes put forward^ especially m connection with war 
indemmties, which are only a special ca^e of external 
debt, that the obhgation to make external money 
payments stimulates production and employment in 
the debtor community If this were so,' an external 
debt would give nse to no mdirect burden, but to an 
mdirect benefit, which might even outweigh the direct 
burden. But this idea is mistaken The need to make 
external money pa 3 ments on a large scale may, mdeed, 
stimulate production, and hence employment, in trades 
working for export This stimulus will be strengthened 
if, and so long as, the external value of the commumty's 
money is falhng faster than its mtemal value * But 
this IS not a net stimulus to production and emplojment 
in the debtor commumty It is only a stimulus to one 
set of trades at the expense of another, resultmg m a 
diversion of resources, which will generally be 
haimfuL 

§ 2 The character of an mternal debt is qmte 
'different Here we are deahng, not with a debtor 
community m relation to' a body of external creditors, 
but with debtors and creditors within the same com- 
mumty Thus all transactions coimected with an 
mtemal debt resolve themselves mto a senes of transfers 

* This expansioii of exports is also liable to check production, and 
cause unemployment m the corresponding branches of mdustry 
in the creditor commumty and, indeed, m other co mmuni ties as 
well But that is another story For a further discussion see 
Ch XXV, §5 
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of wealth within the community It follows that there 
can never be any direct money hj^enj_9i;^^Qt jjion^. 
fienSstT of an internal debt ' l^or all the money pay- 
ments cancel out A, as a taxpayer, makes certam 
payments, for mterest on the debt or repayment of 
pnnapal, and these payments, mmus a small proportion 
to cover the expenses of management of the debt, are 
received by B, who is a pubhc creditor by reason of his 
holding of pubhc securities. Often A and B are the 
same person 

The debt jpiU involve a direct real burdra or a 
direct real benefit to the commumty, according to the 
'nature of this senes of transfers from taxpayers to 
pubhc creditors Primarily it will bring burden or 
benefit, accordmg as the transfers mcrease or decrease 
the mequ^ty of mcomes The question, therefore, 
dep^ds n^n'HBe'dastnbution of taxation on the one 
hand, and of pubhc secunties on the other, among 
different members of the community Roughly 
qjeakmg, there will be a direct real burden, if the 
proportion of taxation* paid by the nch is smaller than 
the proportion of pubhc secunties held by them There 
will be a direct real benefit if it is larger If the Bntish 
debt consisted exclusively of Savmgs Certificates held 
by wage earners, and if Bntish taxation consisted 
exclusively of mcome tax and death duties on the 
wealthy, the Bntish debt transactions would mvolve 
a large direct real benefit to the commumty. But the 

* It TS ]iapossiDle> m an ordinary budget, to separate tbe taxes 
which go to pay debt charges from the taxes which go to pay for 
armaments or location But we can calculate the proportion of 
the debt charges to the total expenditure, and can then l^timat^y 
assume that this same proportion of the taxes paid by any individual 
goes to pay debt charges 
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actual facts are very different from this, both in this 
country and elsewhere Owing to the large inequality 
of incomes, which is a feature of nearly aU modem 
communities, pubhc securities are held mainly by the 
wealthier classes, either directly, or indirectly m the 
form of shares in compames which themselves hold 
pubhc securities among their assets On the other 
hand, taxation, even if progressive, is seldom hkely to 
be so sharply progressive as to counterbalance, eunong 
the wealthier classes, the mcome derived from pubhc 
securities * In the vast majority of actual cases, 
therefore, an mtemal debt mvolves a direct real 
burden 

Nor is this all The transfers of wealth mvolved m 
the service of an internal debt are not only transfers 
from the poorer to the richer members of the com- 
munity They are also transfers, on balance, from the 
younger to the older generations, and from the active 
to the passive elements m the econoimc life of the 
commumty There is a general presumption, on 
grounds of distribution, against the enrichment of the 
old at the expense of the young, and this is greatly 
strengthened when the instrument of enrichment is a 
War Loan, to which the old have subscribed m 
comparative safety, while the young have been nskmg 
their hves m battle Here, if nowhere else m the sphere 
of pubhc finance, the voice of eqmty rmgs loud and 
dear. There is also a general presumption, on grounds 

* More precisely, the progressivetLess of the tax system is not 
hke^ to be greater than the regressiveness of the grants paid, m 
the form of mterest, to the holders of pubhc secunties Repayments 
of principal axe not grants, bnt purchase prices, and do not enter 
into the expenditure side of this osculation But the correspondmg 
tax payments do enter mto the taxation side 



BURDEN OF PUBLIC DEBTS 


*55 


of production, against the enrichment of the passive at 
the expense of the active, whereby work and productive 
nsk-takmg are penalised for the benefit of accumulated 
wealth * 

§3 Again, as a general rule, an mtemal debt 
mvolves an additional and m^ect burden, on a 
commumty and, as already observed, an external debt 
does the same One reason for this is that the taxation 
reqmred for the service of the debt tends to check 
production, in so far as it reduces taxpayers’ abihty 
and desire to work and save Another reason is that 
short-sighted “ economies ” in desirable soaal expendi- 
ture are particularly likely to be made, when heavy 
taxation is required to meet debt charges * 

So far as the evil effects of taxation are concerned, 
it might be supposed at first sight that these would be 
balanced, in the case of internal debt at any rate, by 
the good effects of expenditure to meet the debt 
charges But this is not so 

In the case of an external debt, any effect of taxes- 
in checking taxpayers' abihty to work and save isj 
clearly irremediable, so far as the debtor community 
is concerned For it is the external creditors, and not 
members of the debtor commumty, whose abihty to 


^ It tias been objected to this analysis that similar mjnnona 
transfers are found elsewhere m modem economic systems, and that 
these evils are not, therefore, pecnhar to the finance of pubhc debts 
This statement is true, but it cannot be regarded as an objection 
It is rather an mvitation to seek to remove these evils elsewhere, 
as as here 

a Compare Chs XVIII-XIX, where it is incidentally pomted 
out that certain sorts of social expenditure, education bemg the 
leading example, tend not only to mcrease production, but also to- 
reduce the mequahty of incomes To reduce such expenditure is, 
therefore, to impose a two-fold burden on the commumty, first, m 
reduced production and, second, in mcreased mequahty 
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work and save will be increased through the receipt of 
the debt payments In the case of an internal 
debt, the position in this respect is distinctly better 
For, against the reduction of taxpayers’ abihty to work 
and save, must be set the mcreased abihty of internal 
creditors But even here there is likely to be a net 
loss to the commumty For, where the debt mvolves 
a direct real burden — as m practice it is almost certain 
to do — ^it is probable that taxation will reduce personal 
efficiency more than the receipt of debt charges will 
increase it l^t§_yroffid thus be a net loss m abihty 
to work, while abihty to save would be imaffected jjy 
the transf erpf mcome 

'' 'Wlien we turn from effects upon abihty, to effects 
upon desire, to work and save, the position is still worse 
It has been argued in Chapter X that it is the taxpayer’s 
elasticity of demand for mcome which determmes 
whether taxation will, or will not, check his desire to 
work and save Any loss to production through this 
cause is, again, clearly irremediable m the case of an 
external debt In the case of an mtemal debt, what we 
have to consider is the effect, upon the desire of internal 
creditors to work and save, of the prospect of receiving 
year by year an addition to their mcomes, irrespective 
of any work or saving which they may perform 
Whatever their elastiaty of demand for mcome, this 
prospect will not mcrease their desire to work and save 
On the'^contraxy, it wdl almost certainly reduce it and 
thereby cause a further loss to production and a further 
mcrease m the mdirect burden of the debt 

There is only one argument on the other side, and 
It apphes only to mtemal debt If mtemal creditors, 
a& a dass, have a stronger desire to save than taxpayers. 
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as a class,* it is possible that a transfer of wealth from 
the latter to the former may mcrease the effective desire 
to save of the commumty as a whole This possibihty 
counts for somethmg, but not for much 

§ 4 Nor have we yet come to the end of the story 
Nearly all deadweight pubhc debts ongmate m time of 
war and it is a pecuhanty of such times that both the 
general level of prices and the rate of interest are 
unusually high, the former owing to reduced production 
in many directions combmed with floods of paper 
money, the latter owing to shortage of real capital 
combmed with a large and melastic government demand 
for loans A pubhc debt, thus origmating as a war 
debt, is almost certain, for the reasons already discussed, 
to involve both a direct real burden and an indirect 
burden upon the warrmg commumty Other thing s 
bemg equal, the larger the debt, the heavier the burden 
Now, if the debt hngers on, unpaid or unrepudiated, 
into the succeedmg period of peace, and if , as is hkely 
when economic conditions become gradually less 
abnormal, both the price level and the rate of mterest 
begm to fall from their war-time heights, the burden of 
the debt does not remam constant On the contrary, 
it automatically mcreases. As prices fall, the amoimt 
of real wealth, whidi corresponds to a given money 
pa3nnent, mcreases, and thus the transfer of real 
wealth, by way of mterest, from taxpayers to pubhc 
creditors mcreases, and thus both the direct real 
burden and the indirect burden of the debt mcrease 
And agam, as the rate of mterest falls, the market 
value of pubhc securities rises, and thus the money cost 

^ Kadx mtemal creditor conntmg, in his class, m proportion to 
bis receipts and each taxpayer m proportion to his pa ym ai t a. 
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of repayment of a given principal sum mcreases, and 
thus the transfer of real wealth, by way of such 
repayment, from taxpayers to pubhc creditors increases, 
and thus ■^e burden of the debt, in both its forms, 
increases * And when the price level and the rate of 
mterest fall together, these forces making for an increase 
m the burden of the debt remforce each other 

§ 5 The argument of the preceding section points 
to the conclusion that deadweight pubhc debts should 
not be hghtly created “ The evil that men do hves 
after them ” is a fit motto for those statesmen who, 
following tradition and the path of least resistance, 
rely upon mtemal loans and currency inflation, rather 
than upon straightforward taxation, as the chief means 
of financing war Their only excuse can be that m a 
community, which is ignorant of economic truths or 
unduly dominated by narrow sectional mterests, the 
war spirit thrives best and " mvihan morale ” is best 
maintamed on short-sighted and unsound finance 
And even this excuse is not always vahd 

But for the carrying out of schemes of economic 
development m time of peace, finance by internal loans 
stands on a more legitimate footmg For public debts, 
which are the means of creatmg pubhc assets yieldmg 
an income sufficient to cover the debt charges, throw 
no burden on the commumty But even m such cases 
it would often be better to rely more on tzuces and 
less on loans, so as to avoid the needless breedmg of 
unearned mcome, and m order that, as the schemes 
matured, there should result, not merely no burden, 

< Though against this mnst be set the fact that a fall in the rate 
of interest facilitates some reduction of the burden through con- 
version See Ch XXIV 
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but a positive benefit due, m effect, to compulsory and 
collective saving* Where, however, the total new 
expenditure on such schemes is large and very vanable 
from year to year, the inconvemence of correspondingly 
large annual variations m taxation justifies the use, in 
moderation, of mtemal loans, provided these are repaid 
within a reasonable time Likewise, as has been argued 
earher, when an expansion of credit is desired, loans for 
pubhc works are often the best means to this end 

The justification of external loans rests on different 
grounds In time of peace external debts may 
legitimately be contracted by governments controlhng 
large, undeveloped natural resources, the rapid develop- 
ment of which IS too big a task for their own subjects 
to perform unaided Tlus is the broad justification of 
the external debts of the British Dommions and the 
South Amencan Repubhcs For taxation, which is 
often preferable to an internal loan, is not a practicable 
alternative to an external loan In time of war, agam, 
an external loan is often the only practicable means of 
financmg imports on the scale required It is some- 
times also the easiest, if not the only, means of 
re-estabhshmg on a tolerable basis systems of currency 
and pubhc finance, which war and revolution have 
shattered 

§ 6 We may conclude this discussion by examimng 
two misconceptions, which have ocxasionally found 
influential support The first is the idea that the burden 

< New capital expenditure by public authorities is at present 
financed by taxation to a larger extent than is commonly reahsed 
and this method of securing compulsory collective saving is likely 
to be of mcreasmg importance m the future In so far as this is so, 
the objection to heavy taxation, that it tends to check voluntary 
individual saving, loses much of its force Compare Ch XVIII, §9 
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■of a public debt can be shifted, wholly or m substantial 
part, from the present to future generations The 
second is the idea that the burden, if it exists, not only 
can be wholly escaped without repayment, but that 
It cannot be escaped by means of repayment Both 
these false ideas work against a pohcy of repayment 

It IS often suggested that we cap “ make posterity 
pay ” the debts of our own generation Even if we can, 
it does not follow that we should For " posterity ” 
has no share in the responsibihty for those pohcies 
which have created our present debts and we are 
inchned, m any case, unduly to discount the future and, 
to this extent, to evade the moral obhgation " to leave 
the world better than we found it ” But, ignonng 
moral issues, can we “ make posterity pay ” ? 

The suggestion is that this result can be secured by 
confinmg ourselves to paymg the mterest on present 
■debts, but making no repayment of the prmcipal 
There is, however, some mentsd confusion here Whom, 
if this pohcy IS adopted, will posterity pay ? Not us, 
who will be out of sight and out of mind in the days of 
posterity, but part of itself For what will happen will 
be that some members of posterity will pay other 
members Future taxpayers will pay future bond- 
holders and, unless some new factor mtervenes to stop 
it, this process will contmue mdefimtely The process 
will, however, be brought to an end at some pomt m 
the future, if a pohcy of repa3ment is consistently 
pursued, and this policy will mean that, over a given 
period, taxpayers, present and future, will jiay bond- 
holders, present and future, not only mterest, but 
principal also The burden of a pubhc debt is not 
^ fixed thing which can be thrown backwards and 
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fonvards through tune and made to fall, at will, wholly 
on one generation or wholly on another It is, so long 
as the debt remains, a contmumg thing, the nature of 
which has been analysed m earher sections of this 
chapter The total burden of a given debt, through 
time, tends to be greater, the longer the period through 
which the debt endures Repa3mient, therefore, tends 
to dimmish this total burden and so to benefit posterity,, 
whole failure to repay tends to burden posterity But 
failture to repay tends also to burden the present 
generation and the process of repa3nnent brmgs present, 
as well as future, benefits In securmg the early 
clearance of a pubhc debt, there is, in large measure, 
a harmony of interest between ourselves and posterity 
§ 7 I turn to the second misconception noted 
above It is sometunes argued that the burden, if any, 
of an internal debt can be wholly removed by 
appropriate changes in the tax system, without any 
repa3mient, and also that a mere process of repayment 
removes no real burden These two arguments are 
connected m the realm of practical advocacy, but may 
be separated m the realm of logic 

The first argument is logically vahd as regards 
the direct burden, which consists, as we have seen, 
of the effects of certam mjunous transfers of wealth, 
from the poor to the rich, from the young to the old, 
and from the active to the passive A tax system is 
conceivable, rmder which, m conjunction with the debt 
pajunents, no such transfers would occur Ench tax- 
payer, for example, might pay towards the debt charges 
a sum exactly equal to that which he received as a 
pubhc bondholder. We may, mdeed, carry our 
imagmation still furth^ and conceive of a tax system. 
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under which the poorer, younger and more active 
taxpayers paid less, while the richer, older and more 
passive taxpayers paid more, than they received as 
pubhc bondholders The direct burden of the debt 
would then be transformed into a direct benefit But, 
in fact, such tax systems, though conceivable, axe not 
reahsable We cannot hope, under the limitations of 
reality, to do more than substantially dimmish the 
direct burden by means of steeply graduated taxation 
Some direct burden will almost certainly remam and 
wiU vary, roughly, with the size of the debt Nor is 
the argument even logically valid as regards the indirect 
burden, which consists, as we have seen, of certam 
checks, mainly psychological, to productivity and to 
desirable forms of expenditure No changes m the tax 
system could wholly remove these checks, though they 
might greatly weaken them The argument, therefore, 
falls to the ground 

The second argument stresses the fact that the 
repa3mient of, say, £100,000,000 of debt per year, is 
a burden on taxpayers, from which, m the absence of 
repayment, they would be free, and the further fact 
that, on repa3nnent, these £100,000,000 are remvested, 
so that the distribution of mcome, and the total of 
private property, remam unaffected Repayment, 
therefore, it is argued, removes no burden, but, on the 
contrary, imposes one But this is not a soimd 
argument For, as agamst the burden of £100,000,000 
on texpayers this year, must be set two gams, first, the 
contmumg benefit to taxpayers of not havmg to pay 
mterest on this sum m the future and, second, the 
con tinu i ng benefit to the commumty m securing, 
through the remvestment of the £100,000,000, a larger 



BURDEN OF PUBLIC DEBTS 


263 

addition to capital resources than would have accrued, 
if the ;fioo,ooo,ooo had not been collected m taxation, 
but had been partly spent on immediate consumption 
Further, the distribution of mcome, and the net anT»i7?^l 
value of private property, will be affected by the way 
in which the £100,000,000 of taxation are raised 
Distribution may, if we choose, be made less unequal 
and the net annual value of private property may be 
dimimshed Thus this second argument against a 
pohcy of repa3rment, hke the first, falls to the ground. 

§ 8 The burden of a pubhc debt, or, what is 
another way of stating the same thmg, the benefit of 
Its disappearance, may be thus exhibited Assume that 
all pubhc bondholders follow the example which an 
eccentric and high-mmded mmonty has already set, 
and voluntarily surrender their War Loan scrip and 
similar pubhc securities * The immediate result, leavmg 
moral uphft out of account, would be a diminution of 
inequahty, and of the proportion of the community's 
wealth held by the older generation and by passive 
proprietors generally There would also be some 
change in the relative position of various institutions 
and compames, accordmg to the proportion of their 
assets which had previously consisted of pubhc 
securities But a further result would be manifested 
through the national balance sheet On the expendi- 
ture side, a large proportion of the previous habihties 
would simply vanish, smce no more pa3nnent of mterest 
or repa3mient of prmcipal would be required In many 

* This has been done, not only m England, bat, fer mono 
dramatically, in Fascist Il^y, wh«:e Signor Mussolini on the Six th 
Anniversary of the March on Home, in October, 19^# homed 
publicly on the Altar of the Fatherland, before the Tonib of tiia 
Unknown Soldier, surrendered bonds worth ;^i,50o,ooo 
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modem communities the proportion of expenditure, 
that would thus be saved, would be m the neighbour- 
hood of half the total On the revenue side, there 
would be some consequential loss, chiefly under the 
head of mcome and inheritance taxes, since the public 
securities surrendered and the income therefrom would 
no longer be taxable But the net result would be a 
Budget surplus, which m many cases would seem very 
substantial This would be available, either to reduce 
taxation, or to mcrease various forms of expenditure, 
or partly for both purposes A strong stimulus to 
production and a further marked diminution of 
mequality would thus be within easy reach of any 
competent finance mmister 

The benefit from the disappearance of a pubhc debt 
through voluntary surrender is thus obvious If it 
disappears, not through voluntary surrender, but 
through repayment, repudiation or inflation, the 
situation IS less simple, smce the costs and disadvantages 
of these alternative procedures have to be set against 
the benefits obtamed These questions will be further 
considered m the next chapter, but the precedmg 
discussion establishes a defimte case in favour of 
repajTnent, as agamst allowmg a public debt to huger 
on indefinitely. 
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THE REPAYMENT OF PUBLIC DEBTS 


§ I An obvious way of escape from the burden of 
pubhc debts is to repay them Another, which may 
seem even more obvious, is to repudiate them Let us 
begm by considermg this second possibihty If 
contracts between a pubhc authority and its creditors 
are repudiated, while other contracts remain m force, a 
particular group of property owners is penalised, while 
all other groups are unaffected, and may even gam 
through subsequent reduction of taxation There is a 
clear argument from equity against sucb. a discnmma- 
tion If, on the other hand, all contracts involving 
pajrments to property owners are repudiated sraiul- 
taneously, no discmnination agamst a particuhir group 
is involved and the previous argument from equity 
loses its force But we are now contemplating a social 
revolution, the results of which might be held to be 
mequitable to property owners as a class Some hold, 
however, that a rigtme of private property, espeotally 
if it mvolves great mequahty, is itself mequitable 

Tummg from considerations of eqmty to probable 
economic consequences, it is obvious that a pubhc 
authority which repudiates its debts, whether as a 
mere incident in a social revolution or as an isolated 
act of pohcy, will have difficulty, at any rate for some 
time, m floatmg further loans This is a strong 
argument against repudiation, except where the debt 
to be repudiated is larger than the loans likely to be 
required m the near future 
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There is, however, another argument against 
repudiation Particularly m the case of an external 
debt, there wiU be a danger, of provokmg aggressive 
action against the repudiatmg government on the part 
of the aggrieved creditors The possible methods of 
aggression are many, overt mihtary action, imderhand 
support of enemies of the government, trade boycotts, 
campaigns of “ propaganda,” and so forth All these 
methods were employed by the creditors of the Soviet 
Government m the years foUowmg 1917, and mflicted 
great economic mjury upon the people of the Soviet 
Umon There is, therefore, on economic grounds alone, 
a strong prvma facie case agamst repudiation 

But this case sometimes weakens with the lapse of 
time Old memories of repudiation may grow famt, 
new lenders on tolerable terms may be forthcoming and 
the government, which repudiated old debts years ago, 
may, if it pays new debts faithfully, regam the goodwill 
of its neighbours It is not obvious, nearly twenty 
years after the event, that, on a long view, the 
Soviet Government was not wise m its early repudia- 
tions 

§ 2 Smce the Great War, and still more smce the 
start of the Great Depression m 1929, there have been 
mterestmg developments both m the termmology and 
the techmque of repudiation This has been renamed 
" default,” *' suspension of payments,” ” transfer 
moratorium ” “ Repudiation ” sounds provocative, 

wilful and unnecessary These softer S3mon3mis suggest 
mevitabihty, honest and regretful mabihty to pay, a 
chance of payment soon, though not at once A 
“ transfer moratorium ” is a particularly soothing 
conception. The creditors’ money is quite safe ; it has 
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been collected by the debtor government and lodged in 
a bank, unfortunately, for the moment, difficulties 
connected with the foreign exchanges make it impossible 
to pay it over 

On a variety of pretexts smce 1929 many govern- 
ments, and some lesser pubhc authorities, have ceased, 
diminished or postponed payments on their external 
debts to private creditors Pajunents of the inter- 
governmental debts, arising from the Great War,* have, 
nearly all stopped, following a "gentleman’s agree-" 
ment ’’ between some, but not all, of the governments 
concerned at Lausanne in 1932 

As regards internal debts, some governments have 
reduced the rate of interest on existing debts, either 
by compulsory conversions, as m Austr alia, and New 
Zealand, or merely by decree, as m France Strictly 
this IS a partial repudiation. But it has usually formed 
part of a programme of economies, designed to balance 
the budget by deflation It is not, therefore, a case of 
special discnmmation agamst pubhc creditors, but 
rather an attempt to make these share m the sacrifices 
imposed on other classes And this attempt is defended 
on grounds of equity 

Inflation, far more thoroughly, has destroyed the 
value of fixed money claims, includmg pubhc debts 
both mtemal and, where the debt is measured m the 
debtor’s currency, external This, too, has been called 
by some " repudiation ’’ But, as m the preceding case 
of deflationary revision, there is no sp>ecial discnmma- 
tion against pubhc creditors AH with fixed money 
mcomes axe hit equally hard, and all with sticky money 
mcomes nearly as hard And, unlike the preceding 

* For a further diacussion of these debts see Ch. XXV 
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case, there is no change in the form of the debt contract, 
but only m its practical meaning 

The general conclusion is that, except m settled 
economic weather, loans, even to the most respectable 
governments, carry risks, and that sudden storms may 
wash away even ^e most reasonable and established 
expectations of creditors And m recent experience it 
IS surpnsmg how httle, m most cases, and for how short 
a time, the pubhc credit suffers 

§ 3 We may now turn from repudiation, a topic 
the mere discussion of which may seem disturbmg, to 
the more comfortable theme of the repajrment of pubhc 
debts This is a fair weather theme But even here 
there is not much immediate comfort for taxpayers, who 
are confronted with various disagreeable alternatives 

The chief decision, which has to be taken, is how fast 
repa37ment shall proceed For the purpose of this 
decision, an external debt is analogous to the debt of a 
private person, but an mtemal debt is not The rate, 
that IS to say, at which an external debt should be paid 
off, depends upon the wealth of the debtor community 
m relation to the amoimt of the debt The greater the 
wealth, and the smaller the debt, the faster should the 
debt be paid ofi, and conversely The rate at which 
an mtemal debt should be paid off, turns upon different 
considerations, for in this case repayment mvolves, 
not a subtraction from the wealth of the commumty 
for the benefit of outsiders, but only a transfer of wealth 
withm the commumty* Here there is a strong 

* The one, m the language of Ch XVI, §5, is real, or exhaustive, 
expenditure, the other traj^er expenditure For this reason a 
learned Bnli^ Judge (Mr Justice Younger) was too summary when 
he said some years ago that the national debt was eatmg up a larg« 
part of the mcome of the country " 
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argument for rapid repayment, whatever the wealth 
of the commumty and whatever the size of the debt 
Indeed, in contrast with the case of an external 
debt, the argument for rapid repa3nnent is stronger, 
the greater the burden of the debt, which means, 
m general, the greater its size The analogy for 
the taxpayer is the choice between havmg an aching 
tooth out qmckly (without gas) or lettmg it continue* 
to ache 

If the debt is only repaid slowly, with the aid of a 
comparatively small sinking fund, the burden of interest 
pa3mients will only decrease slowly and there will be, 
m addition, a long contmumg burden due to the sinking 
fund payments There is likely, therefore, to be a long 
sustamed check to productivity and to beneficial pubhc 
expenditure If, on the other hand, the debt, or at any 
rate a large fraction of it, is repaid quickly, by means of 
special but short hved taxation, the burden of mterest 
payments wiU dimmish quickly, while the additional 
burden of taxation for repayment will be heavy while 
it lasts, but will not last long The check to pro- 
ductivity and to benefiaal pubhc expenditure will, 
therefore, be greatly lessened m a compmatively short 
time For, as we have seen m the last chapter, the 
effect upon the budget of large reductions m the debt 
charges wiU be to make possible considerable reductions 
in taxation, simultaneously with considerable increases 
m desirable forms of pubhc expenditure 

On the other side, as against the pohcy of rapid 
repa3nnent, it has been argued that the heavy taxation 
required, even if short hved, would cause panic in the 
busmess world, would rum many busmesses and would 
be administratively unworkable. 
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§ 4 The proposal to institute a special debt- 
redemption levy, or “ capital levy ” as it is often called, 
led, in several countries, to one of the major pohtical 
controversies of the early post-war years On this 
practical issue competent economists were divided 
among themselves, and some changed sides at short 
notice A similar division, and instabihty, of opmion 
was shown m other circles, pohtical, admimstrative and 
industrial, no less than academic Of those who 
ventured to be vocal on this pohtical issue, most 
British econonusts, following m the footsteps of 
Ricardo,* were m favour of a capital levy immediately 
after the war But later most declared agamst it In 
two British general elections, those of 1922 and 1923, 
it was the most favourite subject of debate But smce 
the appomtment of the Colwjm Committee on National 
Debt and Taxation in 1923, and stiU more smce the 
Report of that Committee m 1927 and the coimng of 
the Great Depression in 1929, it has faded out of the 
foreground of pubhc mterest. 

* Ricardo^ "who caimot bo accused either of revolutionary 
opinions or of lack of business experience, strongly supported a 
capital levy after the Napoleonic Wars He held Qiat " a country 
which has accumulated a large debt is placed in a most artificial 
situation A country which has mvolved itself m the 

dit&culties attending this artaficial system would act wisely by 
ransoming itself from them, at the sacrifice of any portion of its 
property which might be necessary to redeem the debt 
This scheme has been often recommended, but we have, I fear, 
neither wisdom enough, nor virtue enough, to adopt it " {y^orhs, 
p 149 ) Ricardo was right m his estimate of the wisdom and virtue, 
as he conceived them, of the pohticians of those days No capital 
levy was imposed But the Victorians, even if they lacked wisdom 
and virtue, had a surpnsmg run of luck, which Ricardo could not 
have foreseen The real burden per head of the national debt was 
greatly reduced during the next hundred years by the unprecedented 
growth of wealth, population and gold production But no such 
repetition of good fortune can bo counted on to-day 
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The great majority of expert British opinion judged 
that a capital levy was admimstratively practicable inj 
this country, though some added a proviso that there 
must be a reasonable measure of co-operation by the 
banks and the general body of contributors Many, 
especially m the earher stages of the controversy, 
attached great importance to the reduction of our 
then unprecedentedly high annual taxation, which the 
carrying through of the levy would make possible, and 
to the removal of the risk that a heavy fall in puces 
would greatly mcrease the real burden of the debt In 
later stages of the controversy the following arguments 
combmed to change the minds of several high authorities 
who had previously supported the levy, and to create an 
adverse majority among the experts My own opinion 
throughout the controversy has been, and still is, m 
favour of the levy as the best pohcy, on merits, 
for dealmg with the debt I, therefore, attach 
my own comments to the senes of arguments which 
follow 

First, the evil effects of high annual taxation on 
busmess enteipnse and production m general has been 
much exaggerated I agree with this argument. 

Second, annual taxation has already been much 
reduced, without the aid of a capital levy, smce the end 
of the war I consider that much of this reduction has 
been unjustified, havmg been at the expense of an 
adequate smking fund and desirable pubhc expenditure 
The indirect burden of the debt, m the form of a check 
to such desirable expenditure, seems to me to have 
been very heavy in the post-war years Successive 
" economy campaigns ” against the social services have 
done much harm 
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Third, the fall m prices, and the consequent increase 
in the real burden of the debt, against the risk of which 
the capital levy would, a few years ago, have been a 
partial safeguard, have actually taken place * This 
weakens the case for the levy at the present tune I 
assent to the facts, but dissent from the inference The 
facts show the wisdom of those who proposed the levy 
some years ago But the nsk of a further fall in pnces 
remams Moreover, the greater the real burden of the 
debt, the stronger the case for a drastic pohcy of early 
repayment 

Fourth, there is a serious danger of organised 
opposition to the collection of the levy Such organised 
opposition by the banks and the wealthy classes 
generally would make the levy administratively | 
unworkable I am doubtful as to the reahty of this 
danger, particularly as regards the banks, which have 
«verythmg to lose from financial pamc and confusion 
I am inchned to thmk that the powers of Parliament, 
the Treasury and the Inland Revenue, if resolutely 
used, could overcome the resistance of a comparatively 
small number of unwilhng taxpayers, wealthy and 
influential though these might be Nor do I think it 
proper to withdraw a proposal, if sound on other 
grounds, m face of such a threat Blackmail is a bad 
basis for government 

Fifth, the net^ savmg from a levy oti the scale 
proposed would not be more than about £50,000,000 a 

* “ Between Maxch, 1920* and Maxch, 1925/* owing to the fall 

m pnces, the value of every pound paid in interest upon the debt 
increased by about 87 per cent ** {Colwyn Report, p 365 ) Since 
March, 1925, first as a result of the return to the gold standard, 
and later in the course of the depression, pnces have fallen still 
^hxrther. 
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year The consequential loss of revenue would be znudi 
higher than was at first supposed In view of this, the 
levy would hardly be worth while I am not qmte 
satisfied that the official estimates of consequential loss 
of revenue are not too high But this factor k certainly 
more senous than I, and many others, at first imagmed 
Pro tanto, it weakens the case for a levy on the scale 
ongmaUy proposed But I do not think that it 
disposes of this case and, on the other hand, it 
strengthens the case for a levy on a stiffer scale thgp 
that ongmaHy proposed, m order to secure a net 
saving that shall seem worth while 

Sixth, the prolonged trade depression, m which we 
stiU find ourselves, makes the tune mopportime for a 
levy I agree that this is a strong argument for the 
postponement of the levy, but not for its abandour 
ment 

Seventh, psychologically the time for the levy has 
passed As the vrar recedes, and pubhc opmion 
becomes accustomed to the debt and its more obvious 
consequences, it is mcreasingly difficult to arouse 
suffiaent mterest or pohtical dnvmg force to put the 
levy through 

I think there is much truth in this view of things 
and I regret it Though the war has receded and the 
years have passed, the debt has not passed, and its 
real burden, m terms of commodities, has doubled sii»:e 
prices reached their peak in 1920 So long as the debt 
has not substantially dimimshed, the case for the 
levy, as the best pohcy for dealing with the debt, is 
not, m my judgment, substantially weakened But I 
recognise that my judgment on this pomt is not shared 
by many whose opinion I respect 
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§ 5. I attach, I think, greater weight than most of 
these to the argument from equity m this particular 
case I hold that one of the chief advantages of a 
substantial debt redemption levy would be, not only the 
abohtion of burdens and the conferrmg of a net benefit 
upon the commumty, but also the shifting of a burden 
from the shoulders of the young, the enterpnsmg and 
the oncommg, on whom taxation and the lack of 
educational and other opportunities now press heavily, 
to the shoulders of the old, the comfortable and the 
established, m whose ranks most of the largest con- 
tributors to the levy would be found And this, if the 
adoption of the pohcy is not delayed irntd the generation 
of fighters m the Great War grows old, and imtil most 
of those, who were too old to fight, are dead, would 
be an act of rough justice as between the generations 
For it would represent at least a part payment of a 
moral debt by those whom the good fortime of age 
kept safe at home, to those who experienced, over and 
above the loss of economic opportunities during a 
critical period of their hves, the perils and the torments 
of the battlefields But, with each year that passes, 
even such delayed part pajunent grows more difficult 
to accomphsh 

§ 6 The delay, which the adoption of the pohcy 
of a capital levy has already encountered, recalls the 
parable of the Sibylhne books The greater part of the 
debt need never have come mto bemg at all, if we had 
taxed more courageously durmg the years of war At 
the armistice the time was npe for a big effort to reduce 
the debt and, if a levy on general wealth was then too 
big a project for timid minds to entertain, a levy on 
wax wehlth ” would have been worth achievmg But 
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that opportunity, too, was allowed to shp and, as time 
passed, the reahty of the distinction between war wealth 
and other wealth quickly faded Smce then, the conung 
of the trade depression has mtensified timidity, while 
the fall of pnces and of the rate of mterest* have already 
greatly mcreased the burden of the debt It may be 
that, in the end, we shall be driven back to the policy 
jof a special debt-redemption levy, as the only way out 
of an otherwise intolerable financial situation It may 
be, on the other hand, that the time for such bold 
pohcies of debt-redemption has, in truth, gone by, and 
that we must be content with more gradual and less 
dramatic alternatives I now turn, therefore, to the 
consideration of these * 

§ 7 Barring out mj^^n, which has been con- 
sidered above, and cg^er^^, which will be considered 
in the next chapter, these '^tematives consist of a 
number of v^eties of the poh^ rf^e_sinlar^J[und 
The phrase " sinkmg fund,”" the meaning of which is 
not self-evident, signifies simply a debt-redemption 
fond The creation and maintenance of a sinking 

* The fall of the rate of interest increases the capital valne^ and 
hence the cost of redemption, of the debt m all ils forms, except 
those which are maturing m the very near future On the othW 
hand, it facilitates conversion of maturing debt 

^ Havmg regard to the part which I have taken in the capital 
levy controversy, it would have been a foolish afFectation to conceal 
my personal views on this subject, which were developed at greater 
leng^ m my Capital Lsvy Explained (Labour Pubhshing Company, 
1923), now out of print, and in my evidence before the Colwyn 
Committee m 1925 For a fuller expression of other views I recom 
mend the reader to study the !Feport of the Colwyn Committee a^d 
the evidence of other witnesses before it, especially Professor Pigou, 
Professor Scott, Mr Keynes and Mr Petbick lAwrence Professor 
Pigou has pointed out that a debt-redemption levy, to yield a given 
sum, might be assessed on the basis, not of a person's capital, 
his income \dmizustratively this would be easier Famed mconie, 
if assessed at all, would pay substantially less than u n ea rn ed income. 
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fund implies that some part of the pubhc revenue is 
devoted to the repa3mient of debt A sihkmg fund 
which IS fed, not from revenue but from new borrowings, 
IS not a true sinking fund at all For in this case no 
net redemption of debt is taking place, but only a 
replacement of old debts by new 

A sinkmg fund may be definite or mdefimte Either 
a definite provision for repayment may be made, or an 
mdefimte provision dependent on circumstances which 
are largely fortuitous, as, for example, when the smkmg 
fund consists of the surplus, if any, of revenue over 
expenditure m a given year * 

Defimte sinking funds may be cdassified from three 
pomts of view , fijst, according to the length of the 
penod required to repay the whole debt; second, 
accordmg to the distribution of the smkmg fund 
payments over this penod , third, accordmg to the 
distnbution of the smkmg fund payments as between 
different forms of debt Under each of these three 
heads sometfimg may be said as to the pnnciples which 
should govern pohcy Primarily, what follows apphes 
to mtemal debt External debt, as explamed above, 
stands on a different footmg 

First, as to the penod to be allowed for complete 
repa3unent The argument of the precedmg sections 
of this chapter suggests that the penod should be as 
short as possible. A special debt-redemption levy, 
which paid off the whole debt at one blow, would be the 
limiting case of a sinkmg fund with a very short penod 
Even where such heroic measures are for vanous 

^ A sinking fund, of course^ may consist of two parts, one definite 
and the other mdefimte, a fixed annual sum, plus the annual suzplus, 
or minus the axmual deficit, as the case may be The post-war 
British fimJung fund has usu^y been of this mixed type 



REPAYMENT OF PUBLIC DEBTS 


377 

reasons impracticable, we are still left with a strong 
presumption in favour of a comparatively short 
period of repa37ment * This presumption is further 
strengthened by another consideration Where a debt 
IS incurred by a subordmate pubhc authority, for the 
creation or acqmsition of tangible assets, in the form of 
capital goods, it is common for a condition to be 
imposed by a superior pubhc authority, eg , hy the 
British Parliament upon British local authorities, that 
the debt must be repaid within a fixed period This 
period has some relation to the natural life of the 
capital goods and the sinkmg fund is, therefore, in such 
cases, equivalent to a dgireciation fond The principle, 
which in general is a soimd one, is that, by the time the 
capital goods are worn out, the debt should be paid off 
It is apphcable to aU reproductive, as distinct from 
deadweight, debt- War debts, however, have few 
tangible assets, if any, to be set against them It 
follows that the appropriate period for their repayment 
IS shortes than that appropriate to a debt mcurred 
for productive purposes It follows, also, that the 
proceeds of the sale of war stores should be earmarked 
for debt reduction and not treated as ordmary revenue. 
The appropriate period for the repayment of the 
British war debt may, perhaps, be estimated, on this 
basis, at about thirty-five years* Mr Churchill, on 

* The danger that a large sinking fond may depress trade, by 
causing savings to exceed investment, and the way ol escape 
this danger, have been discussed in Ch XVIII, §9 

^ 'So Edwin Cannan argued m evidence before the Colwyn 
Committee, estimating that a cumulative sinking fund starting at 
;gioo,ooo,ooo a year would do the tnck In Victorian days it was 
sometimes said that our national debt should be paid oft before oor 
coalfields were " exhausted ** A vague conc^tion, but based 00 
the depreciation fund analogy 
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the other hand, proposed a plan in his Budget speech 
of 1928 for repajnnent in fifty years, while the Uiuted 
States Government was then paying off its debt at a 
pace which, if maintamed, would have extinguished the 
whole remaining debt within twenty years from 1928 ^ 

Second, the period of repa3naent bemg determmed, 
how should sinking fund pa3iments be distributed over 
this period ^ Tim®® of^disteibution may be 

distmguished, siccordmg ”as tSe annual payments 
increase, or remam constant, or dimmish with the 
passage of time The first t37pe mdudes the various 
species of “ cumulative " sinking funds A “ fully 
cumulative ” smking fund imphes a constant debt 
charge, for interest and sinking fund taken together, so 
that what is saved each year m mterest is added to 
the sinking fund The aimual sinking fund, therefore, 
increases at compound mterest * A partly cumulative 
sinkmg fund, whereby part only of each year's saving 

* The United States debt was reduced m the year 1927-28 by 
1907,000,000, *#,£1:0x11 $18,511,000,000 to $17,604,000,000 A 
contmuance of annual repayments at this level would have cleared 
the whole debt by 1948 Alternatively, in 1927 the United States 
debt was only two-thirds of what it had been m 1919, when it reached 
its maximum Therefore, one-third of the debt h^ been paid off 
in eight years If this rate of r^a3nnent had been maintained, the 
whole debt would have been paid off m another sixteen years, 
* # , m 1943 In fact, it was reduced to $15,922,000,000 m 1930 
But from that year onwards it rose rapidly agam, owing to a senes 
of budget deficits Mr Churchill's plan broke down, with a budget 
deficit, m 1929 I 

* It IS mterestmg to notice, though it is as yet only on a tiny 
scale, the creation m this country m 1927 of the National Fund, 
started by an anonymous gift of £$00,000 to accumulate, together 
with any other gifts which xmght subsequently be made, for the 
eventual redemption of the National Debt To make this gift 
legally vahd, the law against perpetuities " and long accumulationa 
was amend^ m 1927 On Waxch 31st, 1934, Fund, to which 
sixty-five other persons had made gifts totallmg ;^i4,ooo, stood, 
with accumulations, at 72 1,000 
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m interest is added to the sinking fond, im pliag ^ 
steadily diminishing debt charge Or again, a more 
than fully cumulative sinkmg fund might be adopted, 
whereby the annual sinking fund was mcreased by more 
than the annual saving in mterest, and the anrinal debt 
charge consequently mcreased from year to year The 
second type, that of a constant sinking fund, unphes a 
steadily dimimshing debt charge So, a forttori, does 
the third t3q)e, that of a diminishmg sinkmg fund 
As between these three types, the third, if it is 
practicable to estabhsh it at all, is more likely to be 
pohticaUy stable than the second, while the second has 
a similar advantage over the first All sinking funds, 
planned to contmue over a term of years, are standing 
temptations to pohticians m trouble * " Raiding the 
sinking fund " is a histone pastime This temptation 
IS weakened, if the debt charge is diminishing year by 
year A fully cumulative sinking fund, under which no 
such diminution takes place, has always been foimd to 
place an impossible strain upon the finanaal rectitude 
of pohticians Such a scheme degenerates mto a mere 
exercise m h3q)othetical arithmetic The most that 
can be attempted, with any hope that it will endure 
throughout its planned course, is a partly cumulative 
sinking fund The British debt, under Mr Churchin’s 
plan, would only have been extmguished m fifty years 
by a fully cumulative sinking fund mamtamed 
throughout that period A constant sinkin g fund at 
the level of 1928 would have taken not less than » 
hundred and fifty years to pay off the British debt I 

* It IS, of course, a further ailment m favour of a speeaaldd)** 

redemption levy that, by makmg a clean and speedy job of repay* 
ment, it removes these tmnptations 
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Third, the annual sinking fund payments over a 
given period being determined, at any rate on paper, 
we have to consider their distribution as between 
different forms of debt If the debt were homogeneous, 
there would be only one form and no such problem 
would arise. But, m fact, pubhc debts are nearly all 
heterogeneous, containing a number of forms, with 
different rates of mterest and dates of maturity The 
si nkin g fund, m this case, may be wholly free, apphcable 
at the will of the pubhc authority to the redemption of 
whatever form of debt may be preferred at any given 
tune , or it may be wholly attached, m definite sums, 
to particular forms ; or it may be partly attached and 
partly free The argument for freedom is that the 
pubhc authority can then use a given sum to the 
greatest advantage, by concentrating it upon those 
forms which it is most advantageous, and cheapest, at 
any particular moment to redeem The argument for 
attachment is twofold First, specific sinking funds 
attached to special forms of debt tend to keep up the 
prices of the securities concerned, and thus to improve, 
from the borrower’s point of view, the conditions of 
their imtial issue, and to facihtate subsequent con- 
versions mto these forms. Second, attachment is a 
partial safeguard agamst subsequent '* raidmg ” For 
a pohtiaan, subject to the temptation of raidmg the 
si nki ng fund, will only venture, m very extreme cases, 
to cut down an attached -<aTiln-ng fund And he will 
find it harder to justify a raid which involves new 
borrowmg than a raid which takes the apparently 
more innocuous form of dimmishmg a sinkmg fund which 
IS free and unattached It is probably best that the 
s inkin g fund should be partly attached and partly free. 
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I may refer, in concluding this discussion, to a 
proposal made by me to the Colwyn Committee, a 
proposal to which, though it did not find favour m their 
sight, I stiU adhere * This contemplates the creation 
of terminable annuities by the Treasury, m compulsory 
exchange for a certam proportion of aU mhented 
estates above a certam size. This proportion would be 
handed over by the inheritors m the form of War T-nan 
scrip, other approved securities, or cash The efEect 
of such a plan would be the gradual transformation 
of pubhc debt, the prmcipal of which would be due to 
be repaid sooner or later, mto termmable annuities 
which would automatically run off with the lapse of 
time The relevance of this proposal to the preceding 
discussion IS that its adoption might be used to create, 
not only a debt charge diminishing with tune, but a 
sinking fund similarly duninishmg And we have seen 
that such a condition of things is more likely, than any 
alternative arrangement, to be pohticaHy stable and to 
secure, not merely that the repayment of debt shall be 
projected on paper, but that it shall be achieved in 
practice withm a reasonable period.* 


* Compaxe Ch X, §8, for a reference to this proposal from the 
point of view of mhentance taxation 

a Terminable annuities were a device much favoured by Glad- 
stone for reducing debt But they were offered m the znarMt, hke 
other securities, and their annu^ value, therefore, contamed a 
" redemption factor ” or element of sinking fund, m excess of the 
annual interest on the imtial present (capital) value of the annuities^ 
Termmable axmmties, on my plan, would contain no rede mp tion 
factor 
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THE CONVERSION OF PUBLIC DEBTS 

§ I It IS sometimes possible to reduce the annual 
Interest payments on public debts by conversion 
operations Conversion is not repayment , it is only 
the exchange of new debts for old But, if the mterest 
on the new debts is less than the mterest on the old, the 
immediate burden of debt is reduced Whether the 
burden is reduced m the long nm depends also on the 
other conditions of conversion In this chapter I deal 
only with voluntary conversion, mvolving no breach, 
or unilateral revision, of loan contracts I leave 
compulsory conversion, mvolving such revision, for 
some further mention m Chapter XXVI 

Voluntary conversion may take place, either when 
debt actually matures for repayment, or by the 
voluntary acceptance before the date of maturity of an 
offer made by the pubhc authority to its creditors 
Generally, a reduction of mterest charges through 
conversion is only possible, if the credit of the pubhc 
authority has improved between the date of creation 
of a given debt and the date of its conversion, or, m 
other words, if the rate of mterest at which the pubhc 
authonty can borrow has fallen durmg this period 
If, on the other hand, the rate of mterest has risen, 
conversion operations will mcrease the mterest charges 
In this latter case we may speak of upward conversions, 
from lower to higher rates of mterest, as against 
downward conversions from higher to lower rates 
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§ 2 Tt xs a common error to suppose that conver- 
sion operations have been an important factor m 
reducing the burden of public debts m the past They 
have, m fact, been qmte unimportant, chiefly owmg to 
the comparatively small variations m the rate of 
interest over long periods Thus m this country 
" during the mneteenth century conversion gave very 
httle rehef The only refunding operation that 

made a saving commensurate with the effort mvolved 
was Goschen’s m 1888 and 1889,”* and this only 
resulted m a reduction of less than ;fi,5oo,ooo m the 
annual mterest charge at that time, and a further, but 
smaller, consequential reduction m 1903 Similarly, 
the effect of conversion on the mterest charge was 
practically neghgible after the Great War until 1932 * 

In that year ;f2,ooo,ooo,ooo of War Loan were 
converted from 5 per cent to 3 J per cent., malong an 
armual saving m the mterest charge of £'30,000,000 In 
absolute terms this is the biggest feat of its kmd m 
financial history But relatively the savmg m the 
mterest charge is little more than one-tenth The 
success of this conversion exceeded many expectations. 
But the way was well prepared for it by a combmation 
of three factors, bad trade, a Treasury embaigo on new 
loans, and heavy purchases of gilt-edged securities by 
the banks. All these three forces drove down the rate 
of mterest, and the first two drove down emplo3unent 
also. There is a constant tendency for the British 

X Stamp. Wealth and TaxdbU Ccbpactiy, p 

a In the Report of the Colwyn CarntmtUa on Naitonal DM and 
TaxaHon {xgafj, p 6i, it was eshmated that there had only been a 
reduction of ;£i,50o.ooo a year on an annual total of more Ibau 
;f3oo,ooo.ooo Between 1927 and 193* reductions throng coo- 
version continued to be t nflmg 
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TreasTixy to be more preoccupied with the prospects 
of conversion, as of economies generally, tliqn with 
emplo3nnent. This is a constant drag on useful action 
and shows a perverted sense of values 

A few mmor conversions followed this major 
operation, and exhausted current possibihties For 
some time there wiU be no more large and favourable 
maturities For a number of years to come, as regards 
conversion, we have now shot our bolt 

A reduction m the annual mterest charge through 
conversion does not represent a net saving on the 
budget It represents a gross saving, from which 
must be deducted a consequential loss of revenue For, 
if the holders of pubhc securities are receiving a smaller 
mcome by way of mterest, they are hable to pay less 
mcome tax and surtax, and less, perhaps, of certam 
other taxes. In this cotmtry at the present time such 
consequential loss of revenue would amount to between 
a quarter and a fifth of any savings m interest charges 
by conversion On the other hand, not the conversion 
itself, but the faU in the rate of mterest which malrog 
it possible, raises the 3neld of taxes assessed on capital 
values, such as death duties. 

§ 3. A conversion offer by a pubhc authority may 
contain conditions which, though they facahtate its 
acceptance by private investors and may even f acihtate 
an immediate reduction m the burden of the debt, yet 
increase this burden avet a term of years The issue 
of new pubhc securities at a heavy discount, but to be 
redeemed at par, is the most obvious example Such 
an issue not only mcreases the nommal capital of the 
debt, which, it is often contended, is of no real 
importance but increases the sum which will have to 
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be repaid in the future For such securities will 
gradually nse to par, as the date of repa3nment 
approaches, even if the rate of interest does not fall 
And, if it falls, they will nse all the faster. Such issues, 
therefore, are popular with investors out of proportion 
to their yield in interest, for they carry a practical 
certainty of capital appreciation which, in most 
countnes, is free of income tax But, for this very 
reason, they increase the ultimate habihty of the State 
and are a thriftless discountmg of the future, for which, 
equally with the present, the statesman is a trustee 
They are condemned, as unsound finance, by most 
competent authonties, but they have been a common 
feature of Bntish post-war conversion operations A 
very gross example was the 3^ per cent. Conveamon 
Loan issued m 1921, when Sir Robert Home was 
Chancellor of the Exdhequer, and not redeemable before 
1961 £163 of this loan was given in exchange for £100 

of maturmg debt This loan was quoted at the start 
at 63 and by 1932 had risen above par, thus having 
realised m eleven years a capital appreciation of more 
than 50 per cent * 

Another form of the same objectionable device is 
the issue of new pubhc securities at or below par, to be 
repaid at a substantial premium. Similar objectians 
apply to other special mducements to lenders, such as 
exemption of interest from income tax A dean and 
beneficial conversion will either reduce the mt^%st 

X " The Conversion Loan a mixed reception in the Qty 
yesterday It vras allied that to pnt Brit is h credit ooi a 

5f per cent basis for at least forty years vras extravagant fiftan oeu. 
But the greater the truth of this criticism* the greater axe the 
advantages of conversion (TJks Tsmas Cxty Bditor* Afdl ayth, 

1941 ) 
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charge without appreciably increasing the capital sum 
to be eventually repaid, or wiH reduce the capital 
without appreciably mcreasmg the mterest, or will 
reduce both interest and capital simultaneously It 
follows that, though new issues at a heavy discoimt 
should be barred, there is no objection m principle to 
taJgng advantage of a fall in the rate of mterest, m 
order to make a new issue at a premium, to be repaid 
at pax, provided that the annual mterest charge is not 
appreciably increased But, m fact, such issues are 
not made, for they appeal neither to the mvestor, who 
dishkes the prospect of capital depreciation, nor to 
the finance minister mtent upon his next annual balance 
sheet 

To compare the merits of two alternative con- 
versions of the same debt, we must compare the total 
burden over a given period, adding the sums required 
for repayment of prmcipal to those required for pay- 
ment of mterest, and makmg a further allowance for 
untaxed capital appremation, if any Such a com- 
parison, made at the time of conversion, will, of course, 
mvolve estimates of future price movements 

§4 The relation between sinking fund pohcy 
and opportumties for beneficial conversions, has been 
disputed Thus it is beheved m the City of London 
that a large sinkmg fund strengthens British credit, or, 
m other words, tends to lower the rate of mterest at 
which the British Government can borrow and to raise 
the market value of British Government securities, 
thus famhtating conversion This behef is a simple 
deduction from the fact that a large sinkmg fund 
imphes a large demand, operated by the Treasury, 
for British Government securities on the Stock 
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Exchange, or, alternatively, large repayifients of 
maturing debt which release private funds for 
remvestment m a similar t37pe of secunty 

But it has been argued, on the other side, that thts 
behef is an msular delusion There is a world rate of 
mterest, it is said, for gilt-edged securities and this rate 
cannot be appreciably influenced by variations m a 
smking fund m any one country Even a sinTting 
fund, which was very large relatively to the British 
Budget, would be very small relatively to the total 
world supply of gilt-edged securities The mter- 
national mobility of funds seekmg safe mvestment, and 
the magmtude of the world market, will reduce any 
British smkmg fund to msignificance Opportumties 
for conversion are almost solely dependent, therefore, 
on a fall m the world rate of mterest 

This dispute turns on questions of fact, and the 
facts, on the whole, seem to be on the side of the City 
There is not yet, in any real sense, a world rate of 
interest There is only a force, much weakened by 
existing restrictions on capital movements, which tends 
to dimmish wide differences between national rates of 
mterest The rates at which various national govern- 
ments borrow, on comparable terms, differ considerably 
It follows that a large sinking fund is a genume aid to 
conversion, though a still more powerful aid would 
be a fall in the general level of rates of mterest, 
which are related, though not equal, throughout the 
world 

But conversion is no substitute for repayment, if 
our aim IS a substantial reduction of the burden of 
pubhc debts It is only a somewhat weak auxihaiy, 
and such strength as it has is partly dependent on a 
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vigorotis policy of repa3raieiit being simultaneoasly 
pursued 

§ 5 The floating debt raises a special problem 
By defimtion it is in a continual state of conversion 
But should It be converted mto fresh floatmg debt, ol 
funded mto debt at moderate or long term ? The 
at any given time turns partly on the relative 
height of the short and long term rates of mterest If 
the former is above the latter, there is a clear economy 
m funding , m the contrary case such an operation will 
increase the mterest charge But, if the short term 
rate seems Kkely to rise, fundmg may be an economy 
m the long run, though not immediately 

The decision also turns partly on the size of the 
floatmg debt A large floatmg debt may embarrass a 
government, subjectmg it too much and too con- 
tmuously to the caprice of lenders On the other hand, 
too rapid a reduction of the floatmg debt may, by 
reducmg unduly the volume of short term securities, 
cause an undesired restriction of credit. 
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INTER-GOVERNMENTAL DEBTS 

§ z A special class of public debts are those owed 
by one national g^ovemment to another * These are 
external debts for the debtor governments, and the 
commumties they represent, but pubhc assets for the 
creditor governments and commumties. Such relation- 
ships between governments arose as a result of the 
Great War on a scale and m a variety unparalleled m 
previous history 

Most of these inter-govemmental debts fell, as 
regards origin, into two groups The one consisted 
of debts imposed by the Peace Treaties upon the 
defeated, m favour of the victorious. States The other 
consisted of debts imposed, by arrangements made 
among themselves, upon the poorer, m favour of the 
richer, victors The former might have lost more hves, 
but the latter had lent more money, m the common 
cause " Similar arrangements, provisionally made 
between the defeated States, were swept mto obhvion 
when defeat overtook them In an exanunation, from 
a strictly economic pomt of view, of mter-govemmental 
debts, their origin may be d^regarded Historically 
some may be debts for services, other for disservices, 
rendered But the question is, not on which side did 
men, or did their fathers, JSght years ago, but are they 
debtors or creditors to-day ? 

X As to wluc^ compaxe Ox. XXIII, §«• 
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§ a What IS the process, and what axe the economic 
effects, of actual payments ? 

There are two separate aspects of debt payments, 
whether on account of interest or principal, from one 
government to another There is, first, the aspect of 
pubhc finance and, second, the aspect of private finance 
^•^p iya te trade So far as pubhc finance is concerned, 
the position is very simple A debtor government. A, 
transfers purchasmg power to a creditor government, 
B, receiving m exchange only a receipt In A’s national 
balance sheet there is, in consequence, an item of 
expenditure, m B's an eqmvalent item of revenue 
A IS accordingly compelled to mcrease taxation, or to 
borrow more, or to reduce other expenditure, while B 
IS enabled to reduce taxation, or to borrow less, or to 
increase expenditure And, apart from remote 
reactions, this is all 

§ 3 But the second aspect is less simple A must 
obtam from mdividuals the purchasing power to be 
transferred, B must pass on the purchasmg power 
received to other mdividuals, and the purchasmg 
power, in the course of transfer, must be changed from 
A’s currency mto B’s These three processes give rise 
to a number of transactions within the sphere of private 
trade The third process, which may mfl.uence the 
rates of foreign exchange, will be considered separately 
But the first two may be taken together 

Their effect must be as follows Over a period of 
years the debtor commumty must build up an " export 
surplus,” or, m other words, must part with a quantity 
of exports imbalanced by imports The creditor 
commumty must likewise accept an import sar{du& 
But the period, durmg which these surpluses will 
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actually emerge, may differ from the period dunng 
which mter-goYemmental debt payments are being 
made In particular, the former period may begm to 
run at a later date than the latter, and may run longer. 
This divergence will be caused by further extemai 
borrowmg by A, or by its nati'onal5,-iw, on the other 
hand, by further external lending by B, of by its 
nationals Thus the German Government paid repara- 
tions under the Dawes Scheme for several years, while 
the German trade balance showed, not an export, but 
an import, surplus This was because large loans were 
made by American and other foreign mvestors to 
German mumcipalities and private enterprises The 
emergence of an export surplus might be postponed 
mdefimtely by contmuous imports of capital based on 
new loans from abroad, but only at the cost of heaping 
up an mdefimtely large ultimate habihty As this 
ultimate habihty grows, relatively to the resources of 
the debtor State to discharge it, new extemai loans will 
become more and more difi&cult to obtain The 
emergence of an import surplus might likewise be 
postponed mdefimtely by the continuous export of 
capital on a sufficient scale But, in fact, as recent 
history shows, there is an element of economic mstabihty 
m such postponements 

§4 I turn to the third process, which operates 
through the forei^ ei^ang^^ The unilateral transfer 
of purchasmg power lErom X to B, where currencies 
differ, causes an increased demand for B's currency m 
terms of A’s This tends to lower the value of A's 
currency and to raise that of B’s If, by means of a 
gold, or gold exchange, standard, or by other means, 
any currency is effectrvely stabilised, the tendency for 
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its value to fluctuate, in terms of another currency 
which IS also effectively stabilised, is held m check, and 
the effect of debt payments is reflected solely in the 
trade balances of the two commumties There is then 
no separate and appreciable effect of debt payments on 
the rates of foreign exchange But, if there is no 
effective stabilising mechamsm for A’s currency, and 
the effectiveness of any mechamsm will depend upon 
the stram to which it is subjected, there is danger of a 
serious depreciation in the value of this currency, with 
evil consequences both to debtors and creditors 

The possibihty of such a danger was recogmsed by 
the authors of the Dawes Scheme, who provided for a 
"transfer fund" mto which the German Government 
should pay its reparation obligations m marks, but out 
of which payments should only be made in francs, 
pounds and other creditor currencies, so long as the 
stabihty of the mark was not endangered * 

§ 5 The paradox has been mamtamed by certam 
writers that, as between nations, it is not only more 
blessed, but economically more advantageous, to give 
than to receive War mdemmties, it has been held, 
damage the reapients, and it has even been suggested 
that they may benefit the nations which are compelled 
to pay* This argument conflicts with the common- 
sense view that to obtam somethmg for nothmg is an 
economic gam, and that to part with somethmg for 
nothmg IS an economic lo^ It also imphes that the 
ownership, by some of its members, of investments 

1 In earlier tunes the thing looked simpler Ancieiit Home, 
when ^e demanded tributes of com from Egypt " did not ask 
whether Egypt had an export siuplns or not , she made her have 
one (Caiman, Economtc Joufnat, Sept , 1933> p 377 ) 

* Compare Ch XXII, §1 
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abroad is a source of economic loss to a commumty. 
It pomts to the conclusion that a flow of imports, 
unbalanced by exports, is to be deplored, while a flow 
of exports, imbalanced by imports, is to be welcomed. 
But this conclusion stmks of the crudest protectionist 
and mercantilist fallacies Moreover, while nuscon- 
ceivmg the pnvate trade aspect of debt transactions, 
it wholly loses sight of the pubhc finance aspect 

The paradox, indeed, m its general form, rests 
upon gross mtellectual confusions In its conflict with 
commonTsense'it is an* ob'wous loser But, m certain 
special circumstances, it contains an element of truth 
A creditor commumty may suffer a wasteful dis- 
organisation of its economic life through the payment 
of debts due to its government For a large and 
sudden mcrease of imports, or decrease of eiqiorts, 
may cause serious depression and xmemployment m 
mdustnes producmg those commodities, of which the 
imports mcrease or the exports diminish This is the 
more likely to happen the more immobile, as between 
different employments, are the labour and capital 
affected, and the more similar is the national economy 
of the debtor commumty to that of the creditor. Thus 
the payment of reparations by Germany, by means of 
an increased export of cohl, will tend to cause xmemploy- 
ment m the British coal mdustry, particxilarly smoe 
labour in this mdustry is m a high degree immobile 
It IS a matter of indifference, so far as this argument 
goes, whether the German coal is sold m this country 
or, as IS more hkely to be the case, m foreign mmkets 
previously supphed by us Similarly, the receipt <rf 
debt pa3mients by the Umted States, which result m 
a decreased export of American cotton, will tend to 
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cause depression among American cotton-growers, 
particularly if they cannot easily turn to the cultivation 
of other crops It is possible, of course, that the 
decreased foreign demand for British coal or American 
cotton wiU be replaced by an eqmvalent increase of 
demand in the home market, due to the additional 
purchasmg power received through the debt payments 
If this happens, there is no resultant imemployment 
But such prease comcidences axe rare. Again, if the 
national economies of the debtor and creditor 
communities are widely dissimilar, the nsk of 
unemployment is much reduced Increased imports 
of nee or of tea mto this coimtry, for example, would 
have no direct tendency to cause unemployment, for 
we have m this island neither nee fields nor tea 
plantations 

If the receipt of debt payments causes mdustnal 
disorgamsation and unemployment m the creditor 
commumty, the cost of these evils must be debited 
agamst the direct advantage of the receipt. And it is 
conceivable that, m some exceptional circumstances, 
the result may be a debit bsdance But this result is, 
m general, unlikely, particularly if the debt pa3rments 
contmue over a sufficiently long penod to allow the 
disorganisation gradually to disappear Moreover, 
disorganisation, due to a large and sudden change m a 
commumt3r’s trade balance, is likely to be just as 
senous when debt pajmients cease, as when they begin 
It might, therefore, be argued that, once begun, they 
should contmue, m the mterests of stabihty, for ever 

Lookmg at the question from the o^er side, we 
^ay allow that an mcrease of exports from a debtor 
c ommuni ty, or a dimmution of imports competing with 



INrER-GOVERNMENTAL DEBTS 


295 


some of Its domestic mdustries, may caiise a stimulus 
to certain branches of its trade But this is seldom a 
stimulus to its economic life as a whole, but only to 
some branches at the expense of others And agamst 
any such stimulus is to be set the direct loss of makmg 
the debt payment A balance of economic advantage 
here is almost inconceivable 

§ 6 Another fallacy, which has obtamed some 
vogue, may also be noticed It is sometimes said that 
the imposition by B, the creditor commumty, of a 
heavy^tariff on imports from its debtors, such as A, 
prevents the pa5ment of an inter-govemment debt from 
A to B This IS not true, even if the tariff dimmishes 
the imports of B from A, and even if we exclude the 
possibihty of capital exports from B For B may still 
obtam a suf&cient import surplus, m spite of dummshed 
imports from A, either by sufficiently increased imports 
from elsewhere, or by a sufficient reduction of its own 
exports Further, if the possibihty of capital exports 
is admitted, payment of the mter-govemmental debt 
may take place, while B has, not an import, but an 
export, surplus The creation of new private debts 
abroad may outweigh, m B’s trade balance, the effect 
of the repa3ment of old pubhc debts But repayment 
may, none the less, be proceeding steadily. 

It IS possible, moreover, that the imposition of a 
tariff by B may result, not m A and other debtors 
pajmig less, but m their actually pa3ung more, m terms 
of goods and services, than they would otherwise have 
paid. For the madence of the duties imposed Iqr B 
may be largely upon A This is likely, mdeed, to be ibe 
case For the fact that A must make unilateral 
payments to B reduces the elasticity of siqiply of 
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exports from A to B, and this* tends to shift on to A the 
mcidence of duties imposed upon such imports by B * 
It IS hkely, for example, that duties imposed by the 
United States Government on imports from its debtors 
were largely paid by the latter, and it is possible that 
duties imposed on German exports by her creditor 
governments were partly paid by the Germans This 
does not mean that debts due to the United States, or 
due from Germany, could not be paid It means, on 
the contrary, that somethmg additional was paid as well 
§7 In the precedmg discussion modem inter- 
governmental debts have been studied exclusively m 
the hght of economic principles But it is important 
that the economist should not, by too great concentra- 
tion on theoretical analysis, lose altogether his sense of 
wonder The course of events smee 1918 m regard to 
these debts is one of the most astomshmg thmgs m 
economic history It was an amazmg prospect which 
confronted us, the openmg of a strange new chapter ir 
mtemational relations * I have given expressior 


* See the argument of Ch VII, §§4-5 

* Thus the Umted States dunng the early 1920's had been 
settlmg with her European ** war-debtors," one by one No fewer 
than thirteen of them, from the Balbtc to the Adriatic and from the 
Black Sea to the Atlantic, had been made to toe the Ime Pay- 
ments had been arranged which between 1926 and 1930 would 
aggregate more than a billion dollars* nsmg for the period between 
195 1 snd 1953 to nearly two bilhon doUars and runnmg on for another 
thirty years at the same level On the other hand, Germany's tota 
reparation habihty had been officially fixed m 1921 at the fantasti< 
figure of 132 bilhon gold marks and, even if she had paid the fuL 
Dawes annuities of two and a half bilhon gold marks from 1928-25 
onwards for evermore, she wonld always be paying less than the 
annual mterest on her official debt, so that her toSd habihty, fai 
from diminishing, would be contmually mcreasmg by the additior 
of unpaid compound interest I But the Young Plan, which m 1925 
replaced the Dawes Plan, reduced her habihties to what then seeme<3 
quite tolerable figures 
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elsewhere to some general reflections on this subject* 
and I thmk it permissible to reproduce them here 

" Facts keep movmg on Huge paper obhgations, 
which seemed a few years ago like unsubstantial 
economic nightmares, wholly mcapable of enforcement, 
have been rapidly assuimng sohd shape Reparations, 
on a large scale, are being punctually paid by Germany, 
and passed on by the recipients, with additional 
payments from their own resources, to the Umted 
States Let us look at the picture from the other angift 

In America, as Professor Moulton tells us,* ' a cycle 
of discussion and negotiation has practically been 
completed Between 1921 and 1926 a whole senes of 
debt and reparation settlements has been negotiated, 
and practically all the important outstandmg obliga- 
tions^ have now been funded and regularised with 
definite annmty pa3?ments provided Aside from the 
Russian debt, only a few minor obligations remain 
unfunded, although the French debt agreements with 
both the Umted States eind Great Bntam have not yet 
been ratified ' As a result, a large part of Europe, 
victors and vanquished alike, has bound itself to pay 
tribute, direct or mdirect, to America for more t han 
sixty years, and has actually begun to pay. Withm 
this framework of obligations, the poorer nations, 
m most cases, pay tribute to the richer, the nations 
which lost most hves in the war to those which lost 
least 

" For the United Stat^ the war must appear in 
retrospect as a beautiful idyll of thrift, a gigantic 
process of profitable foreign mvestment, the creatioii 

* In my book, Towards ths Peaca of Naitons, pp 64-6 

• In his World War Debt Settlements (Allen & U^nwin. 
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of a sure source of mcome from Europe, which will 
contmue to flow across the Atlantic till the present 
century is almost at an end Unborn Americans wiU 
wax fat on the labour of unborn Enghshmen and 
Germans, Frenchmen and Italians Already American 
mvestors are lendmg to Europe the money with which 
she IS to pay what she owes to American taxpayers, 
so that America is able to charge mterest twice over 
on the same debts • Mr Wells m the second volume 
of The World of WilUam Chssold has a passage which 
depicts this situation ‘ A golden mcamation of Vishnu, 
the creditor spirit, rules America, as they see it from 
these broken European countries, rules America 
absolutely, sittmg upon a Treasury full of gold 
Indeed, the American Vishnu sits, m this vision, like 
a golden weight upon aU the world, smihng gold 
stoppmgs at the figure of Hope * 

" To some this situation will seem morally 
monstrous , to others it will appear as a solemn and 
majestic vmdication of the sanctity of contract But, 
however this may be, there are grave doubts as to its 
stabihty ” 

That was m 1928 But the phase of actual 
payments was short. In 1934, m another book,* I 
wrote of these mter-govemmental debts that " the 
crisis is washmg them aU away The ' solemn engage- 
ments ’ of the Germans at Versailles m 1919, of Mr 
Baldwm at Washington in 1923, of the French and 
Italians to Mr Churchill m 1925 and 1926, all these 
and many others like them, are swirhng down the 
stream, following, after an mterval of some fifteen years, 
the promissory notes of the last of the Romanoils, 

* Unbalanced Budgets, pp 450-x 
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which the Bolsheviks, from the first hoiir of their 
arrival in power, bluntly refused to honour 

" As regards war debts to foreign governments we 
are all Bolsheviks now Little face-savmg devices — 
httle token pa57ments at Washmgton, to, ease the final 
bump and dodge a declaration of default, or httle 
slipshod undertakings at Lausanne to pay something 
more some time m the vague future — make no 
important difference Neat schedules of payments, 
running on till 1984, or even longer, are now only 
scraps of paper But for the crisis, and the mcreasing 
burden on imbalanced budgets of these tributes fixed 
m terms of money, this strange system of one-way 
traffic between State Treasurers might have endured a 
httle longer It ended when it did, because the Great 
Depression brought the great excuse to debtors whom 
it irked to go on pa3rmg. 
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BALANCING THB BUDGKT 

§ I The common conception of a '' balanced 
budget IS that, over a period of time, revenue exceeds, 
or at least does not fall short of, expenditure If 
expenditure exceeds revenue, the budget is said to be 
" unbalanced In Chapter III, § i of this book, I 
touched this question m passmg In this chapter I 
shall explore it more in detail 

That budgets should be balanced is often regarded, 
not only as an unquestioned precept of finance, but as 
a moral precept as well It is enunciated by orthodox 
financial experts with a cold puritan pnde In this 
cotmtry this moral sentiment, remforced by a primitive 
and widespread fear, artificially stimulated, of the 
consequences of an unbalanced budget, reached a high 
pitch m 1931 By means of large economies and more 
taxation the budget was duly balanced But in 1933 
this sentiment had so far weakened that an infiuential 

* The word budgr^t,*' as applied to public finance^ was traced 
by Cannan to an anonymous pamphlet, entitled TA# Bi^get Opened, 
attacking^ the pohcy of Walpole while Chancellor of the Exvhequer 
and hkening ham to a cdown openm^ his bag of tncks and deceptions 
The phrase stuck and m time turned anodyne " Opening the 
Budget " IS now the most o£5.caal Parliamentary language 

^ This IS common usage But it would be more logical to call 
the budget " balanced," only when e'^enditure exactly equalled 
revenue, and “ unbalanced " when, as would practically always be 
the case, either exceeded the other We imght then distmguish 
between an " overbalanced " and an " underbalanced " budget, 
accordmg as revenue was greater or less than expenditure See my 
Chapter IX m Paxt I of Unbalanced JBndgets for a discussion of th# 
definition of balancmg the budget 
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campaign was set on foot to persuade the Chancellor 
of the Exchequer dehberately to unbalance the budget 
m order to mcrease emplo3mient He was not 
persuaded But the campaign ralhed much support * 
§ 2 I turn from moral sentiments to economics 
The budget is to be regarded as balanced if, durmg a 
given period, expenditure does not exceed revenue 
Three prehmmary questions arise What should be 
included m “ expenditure ” ? What should be mcluded 
in " revenue ” ? What length of time should be chosen 
as the accountmg period 


* I draw on the colurans of Ths Ttmes alone The camx>aigzt 
was opened by a leading article on January 25th, 1933, advocating 
large tax reductions, the gap to be filled by borrowing on Treasury 
Bills and Ways and Means Advances from the Bank of Bngland 
On March loti, a letter appeared signed by thirty-seven teachers of 
oconoimcs, from twelve Umversities, argumg that, though " it is a 
general maxim of financial prudence that all Government expendi- 
ture should be financed by taxation, it would be pedantic 

and mjunous to regard tins as bamng the Government fix^m givmg 
assistance to the well-accredited pohcy of price restoration m present 
conditions ** The budget estimates should be divided mto expen- 
diture on current and on capital account, the latter should be financed 
by loan and taxation should be reduc^ A leading article on the 
same day blessed this letter ThJn followed a senes of articles by 
Mr Keynes, afterwards republished m the pamphlet, Mtans tc 
Prosperity, urgmg a large loan expenditure for devetopment, and 
the unbalancmg of the budget now, in order the better to balance it 
later He was cautiously supported by Sir Josiah Stamp, m an 
address reported on March 23rd, who held that, when savings 
exceeded mvestment, it was legitimate to unbalance the budget 
temporanly, provided foreign opimon was not thereby scared, while 
Sir Basil Blackett, m an ^dress reported on March 31st, boldly 
•declared for unbalancmg the budget by tax reductions and tem- 
porary borrowing and did not disguise his opmion that, m present 
circumstances, the Treasury had heeai unduly influenced by old- 
f ashioned orthodox views regardmg the wickedness of budgeting for 
•a deficit ** A leading article on the same day recalled the budget of 
Z922-23, when Sir Robert Home took a shilling ofi the moome tax, 
reduced other taxes and suspended the s inking fimd, and was 
rewarded by a reduction m unemployment and a Imdget swplua iba 
next year 
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As to expenditiire, we shotild certainly ^xcl gde al] 
jjsbt^ r^ayment ^ even under statutory, or attached, 
antoigtuniis If, during the period chosen, there is 
my net repayment of debt, the budget may reasonably 
oe said to be balanced ^ Likewise all bQrrgw]^;^ for 
‘^j^roducUye ” purposes, such as loan expenditure 
for pubhc works, should be excluded On the expendi- 
ture side, the division of the budget mto two parts, a 
current budget and a capital budget, is not difficult 
Greater difficulties arise on the revenue side, though m 
some countries they have, after a fashion, been 
surmounted But the division is a purely formal 
operation It has only a psychological value, m helping 
to prevent scares of an unbalanced budget based on 
a misundeistandmg of the nature of expenditure 
Where new capital expenditure is financed, not by loan, 
but by taxation, the budget is, to this extent, balanced 
with an extra margm This should be regarded by the 
Puritans as extra sound finance 

As to revenue, we should exclude zdl receipts which 
are of the nature of capital, such as the proceeds of 
sales of pubhc property, or sums drawn from reserves 
accumulated out of previous surpluses For the 
dimmution of pubhc capital assets is eqmvalent to an 
mcrease m the deadweight pubhc debt But there is 
no ground for exdudmg revenue derived from taxes 
assessed on private capital, such as death duties * 

It follows from these considerations that we mav 
define a budget as being balanced, if dunng the 

* TheMay Committee on National Expenditure m 1931 blundered 
badly on this pomt They estimated a prospective budget deficit 
of £ 120 , 000 , 000 , but mcluded m this toted the current sinlong fond 
of £$ 0 , 000,000 

* Compare Ch X, §7 
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accountang^ penocL.^ere is no increase in the net 

What, however, should be the length of the 
accounting period > There is no speaal virtue in a 
year, though this is the most usual penod " It is a 
mouldy fallacy,” says Professor Jacob Vmer, " that, 
regardless of circumsfances, the government must 
balance its budget in each year Why not m each 
month, or week, or hour ? ”* ^?Vhere administration is 
weak, or j&nancial control apt to be slack, there is 
somethmg to be said for a shorter penod than a year. 
But, m general, there is much more to be said for a 
longer penod It may be argued, for example, that 
there is some gam in keepmg rates of taxation stable 
over a longer penod, so that, if expenditure fluctuates 
withm moderate limits, annual deficits and surpluses 
may roughly balance over a term of years Similarly 
a variable smkmg fund may be used as a buffer to keep 
rates of taxation stable But, so long as the smkmg 
fund does not become negative, the annual budget 
remains balanced, though with a vanable surplus If, 
on the othe^ hand, expenditure is stable, and still more 
if it IS higher when trade is bad than when it is good — 
as with expenditure to mamtain the unemployed and, 
in terms of commodities, with all expenditure fixed in 
terms of money, m so far as prices nse with good, and 
fall with bad, trade — vanable rates of taxation to 
balance the budget annually mean rates varymg 
mversely with general prospenty, and hence with 
taxpayers’ abihty to pay Thus it has been argued 

X In an address on InflaHon as a Possitde Remedy far the Depress 
ston, ddUvered at, and pnbli^od by, tiio UniTersity oi 
May, 1033 
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that " our existing budgetary procedure is open to the 
serious objection that the measures which will balance 
this budget are calculated to unbalance the next, and 
mce versa * ’ * Some American economists have proposed 
that the accountmg period should comcide with that of 
the trade cycle, surpluses bemg used to repay debt m 
years of boom, and deficits met by borrowing m years 
of slump But such a plan assumes both foreknowledge 
of the course of trade and power to resist demands, 
whether for tax rehef or more expenditure, when trade 
is good These are large assumptions 

None the less, there is a strong case for lengthenmg 
the accountmg period beyond one year, or, at least, m 
judgmg, and encouragmg pubhc opmion to judge, a 
senes of annual budgets as a whole, rather than 
separately This conclusion goes some way towards 
answering the question, " Should the budget be 
balanced ’ Clearly, m the long run, it must heJ 
unless we are prepared to contemplate an mcrease, 
unlimited both in time and m amount, of the dead- 
weight debt And such a prospect is clearly mtolerable, 
even if lenders were wilhng But, m the short run, 
measured m terms of a year or two, the budget need not 
be balanced This proposition is true m two different 
senses First, an annual deficit or two will not, of 
themselves, cause any great disaster* And, second, 
pubhc pohcy may sometimes dehberately and 
legitimately incur temporary budget deficits m the 

^ Keyaes, Means to Prosperity, p 13 

* Of Mr Churchill's five budgetsfrom 19^5 to xgag two at least, 
and perhaps three, were unbalanced But there was no catastrophe 
From 1929 onwards the great majority of budgets all over the world 
have been unbalanced But tms is a mere symptom of deeper 
^lisorders In itself, it has been a relatively ummportant mcident 
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pursuit of larger aims, notably an increase of employ- 
ment through an expansion of credit 

But there is an important qualification to be made 
Budget deficits, even m the short run, must not be 
excessive The practical question is, not only how 
long, but how much, a budget is imbalanced If 
deficits are either so frequent or so large as to give the 
sense of a financial situation out of control, the results 
may be very damagmg And these results depend, not 
only on the facts of the situation, but on opmions, 
whether false or true, about the facts ' It is a fallacy, 
as I have pointed out above,* that an unhalanced budget 
necessarily leads to inflation It will only do this, if 
the government resorts to the pnntmg press to cover 
the deficit, either directly to meet its own eiqjenditure 
or mdirectly to support i^ationary bank loans to itself 
If the government covers the deficit by ordmary loans 
or by the sale of pubhc assets, there is no inflation 

Some measure of inflation may, of course, form part 
of pohcy, and appropriate steps be taken to promote it 
But it must be kept withm bounds and under firm 
control, and must meet with early and visible success, 
or it may result m a flight from the currency and other 
symptoms of distrust To deed effectivd.y with these 
IS troublesome, though, as experience m several 
countries shows, not techmcaUy very difficult, given 

* This question of opinion and of “ confidence " is interesting, 
but I cannot pursue it here On its relation to the British financial 
crisis " of 1931, see Lord Snowden's Autobiography, Vol II He 
states (on pp 946-7) that, in the course of his vain and, as I t h i nk , 
nusguided e^rts to keep this country on the gold standard, he 
secured a loan from the Federal Reserve Bank of New York, but 
only when the latter had been assured that the Bank of England 
approved the programme of economies," which the Chancellor of 
the Exchequer had subnutted to this higher authority 

a See Ch XV, §8 
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strong and confident administration and an economic 
situation which, in spite of superficial troubles, is 
fundamentally sound 

There remams, of course, the general argument 
agamst all budget deficits, that they mcrease the net 
deadweight pubhc debt and that this is an economic 
evil * And this argument must be giyen its due 
weight 

§ 3 The cause of the world-wide epidemic of 
unbalanced budgets m the Great Depression is simple 
It IS the steep and rapid fall of prices, aggravated by 
the declme m production and the rise m unemployment, 
which have accompamed this fall Whether this fall 
of prices be regarded as a cause or an effect of the slump, 
it IS unquestionably the cause of budget deficits It 
diminishes pubhc revenue from almost every source 
The 3neld of taxes based on the price of goods, whether 
customs or excise, falls as these prices fall When, 
with dedLirung production, the quantity of taxable 
goods declmes, the 3neld falls further The value and 
volume of busmess transactions fall, and with it the 
yield of stamp duties based on these transactions 
The money mcome of many taxpayers falls, and with 
it the yield of income tax If the tax is on a progressive 
scale, the yield falls more than m proportion to the fall 
m mcome Taxpayers, bemg poorer, tend to delay tax 
payments Fmally, the profits of State enterprises fall 
with the declme m the purchasmg power of their 
customers As agamst all this, the fall m the rate of 
mterest, which tisually accompames bad trade and 
falling prices, cheapens the floatmg debt and f acihtates 
conversion of other debt as it matures and, by raising 

X SaeCh XXII 
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the value of gilt-edged securities, raises the yield of 
taxes based on capital values, such as death duties 
But these axe very insufficient compensations to the 
budget. 

The fall of prices, on the other hand, has no 
immediate effect on that large part of pubhc expendi- 
ture which consists of fixed money charges It has 
some effect, though much even of this is delayed, upon 
pubhc expenditure which vanes with pnces, such as 
the purchase of stores, or wages and salanes on a 
cost-of-hvmg shdmg scale But, as agamst this, the 
cost on pubhc funds of mamtaming the unemployed, 
however low the level of mamtenance, rises as their 
number mcreases 

Expenditure, in short, is much more ngid than 
revenue This works both ways Just as a fall m 
prices breeds deficits, a rise m pnces breeds surpluses. 
Whatever its other effects, from the pomt of view of 
balancmg the budget, a moderate measure of inflation 
has much to commend it 

§ 4 To stop budget deficits, or at least to keep 
them withm reasonable bounds, there are, mdeed, two 
possible types of pohcy which may be adopted The 
first is deflationary, the second inflationary or, if a 
term be preferred which emphasises the fact of past 
deflation, reflationary The first accepts the fall m 
pnces, together with the possibility of further falls, 
and, on this basis, seeks to reduce expenditure and 
mcrease revenue It aims at balancmg the budget by 
direct means The second seeks to reverse the fall m 
pnces, and rehes less on economies than on stunulatmg 
trade and thus mcreasmg revenue It aims at balancmg 
the budget by mdirect means and is generally wiUmg to 
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leave it out of balance for a while, rather than nsk 
further deflation Logically these two pohcies are quite 
distinct In practice, some governments have tried 
to comproimse, or have wobbled to and fro, between 
them * 

The first pohcy has been pursued, imder orthodox 
financial guidance, m many coimtnes It has generally 
led to a further fall of prices m a “ deflationary spiral ” 
It has mvolved, m its most drastic forms, a wholesale 
breakage of contracts, both pubhc and private, by legal 
process, includmg the compulsory conversion of pubhc 
debts and the revision of estabhshed expectations, 
mdudmg cuts m the salaries and wages of pubhc 
servants, m pensions and many other social service 
benefits Sometimes also the authoritative reduction 
of pnces by decree It is doubtful whether it has 
anywhere succeeded m its object Where it has seemed 
to have succeeded best, m Australia and New Zealand 
for example, m both of which it was pursued with great 
energy and boldness, external factors of an inflationary 
character finally turned the scale, nsmg export prices, 
especially for wool and wheat, and an exchange 
depreciation of 25 per cent Smce it has sought to 
balance the State budget by tmbalancing the budgets 
of private persons, the deflationary pohcy has caused 
great immediate privations and aroused deep popular 
jresentments And thus m Germany it helped to kfil 
Idemocracy 

‘ In this country, and m some others, economies m 
pubhc current expenditure were accompamed, under 

* The practice of the governments of twelve European countries, 
and of Australia, New Zealand and the Umted States of America, 
has been exammed m detail by the authors of Unbalanced Budgets 
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the influence of the government, by economies in pubhc 
capital expenditure and m private expenditure, both 
capital and current This was a stupid blunder, due 
to gross mental confusions over the me aning of 
“ economy ” and of “ balancmg the budget ” For loan 
expenditure on pubhc works, as pomted out above, 
stands outside the ordmary budget and there is no 
pubhc economy m checkmg private expenditure, either 
capital or current, durmg a trade depression On the 
contrary, the effect of this blimder was to slow down 
the circrdation of money, mcludmg bank deposits, and 
thereby to reduce prices, prolong stagnation, mcrease 
unemployment and dimmish pubhc revenue Such 
conduct was exactly wrong It worked agamst the 
success of the pohcy which it was designed to aid 

The second pohcy is " expansionist,” as the first is 
" restnctiomst ” It has been tried by fewer countries 
and affords less evidence, as yet, either of practical 
success or failure It mvolves, m the absence of a 
generally accepted mtemational monetary system, the 
national abandonment of the gold standard and the 
acceptance of exchange depreciation It aims at 
raismg prices and generally mcludes large loan expendi- 
tures for pubhc works and sometimes also for current 
pubhc expenditure It seeks to speed up the circulation 
of money, to stimulate trade by mcreasmg purchases 
and to avoid the more brutal and socially dangerous 
*' adjustments ” of the deflatiomsts 

§ 5 These two contrasted pohcies for escapmg 
from imbalanced budgets correspond to two wider 
pohcies for escaping from the Great Depression. Given 
an excess, at many pomts m the mdustnal fid.d, of costs 
of production over selhng prices — and this is the 
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essential characteristic of depression — ^the first pohcy 
seeks to reduce costs, the second to raise prices At 
first sight both seem equally reasonable On closer 
exammation each has its own difficulties But, given 
the actual mstitutions and temper of the present age, 
the second seems the less difficult. It meets with fewer 
human frictions and other obstacles inherent in our 
present economic arrangements, and it gives easier play 
to the more obvious forces making for recovery But 
we are here on the frmge of problems lymg far outside 
the sphere of pubhc finance as commonly delimited , 
the causes of mdustnal fluctuations under modem 
capitahsm, the effects of alternative monetary pohcies, 
the possibihties of economic planning, projects of great 
changes m the social and legal framework of econonuc 
activity On all these subjects new thoughts and new 
experiences multiply fast. They will bear their fruits 
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Eveiy writer, who aims at organism^ a general disctsssion 
of Public Fmance, must be conscious of a conflict between 
two personalities, those of the practical and of the analytic 
man Moreover, m seekmg to compose this conflict, he is 
m danger of getting the worst of both worlds, missmg both 
the perfection of theory, boldly guided by pure reason, 
and the wisdom of statesmanship, cautiously gmded by 
administrative officialdom Public Pmance hes very close 
to practical politics It is, m this sense, the most live branch 
of econoimcs Its precepts and its formulae may change, 
at the wave of a politician's wand, mto the clauses of an 
Act of Parhament Here, more easily than anywhere else 
m econonaics, theory and practice may either play into each 
other's hands, or remain at cross purposes Studies m 
Public Fmance have, for this reason, a special fascmation, 
but for the same reason an excess of abstraction is apt, m 
this sphere, to seem especially imreal and an excess of 
conventional rule-of-thumb especially half-witted 

It IS a pecuhanty of Enghsh economists that, unhke 
their American, French, Italian and German brethren, 
they seldom write general treatises on Pubhc Fmance 
Bastable's I^uhltc F^ncmce^ until recently the only large 
systematic book on the subject pubhshed m England m 
modem tunes, is out of date m many respects, as a result 
of later developments both m theory and practice On 
the other hand, much has been written by Enghsh 
economists on the subject of taxation and a good deal on 
the subject of pubhc debts. But, as I have pomted out 
above, the theory of pubhc expenditure has been greatly 
neglected Professor Pigou's Study Publtc F%nance is an 
important book, but only professes to cover selected parts 
of the field Valuable fragments of a theory of uublic 
expenditure will also be found m his Economtcs of Welfare, 
Parts V and VI, m Sidgwick's Frvnctples of Foltttcal 
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Economy, Book III, and m Dr W A Robson's Relation oj 
Wealth to Welfare Sir Josiab Stamp’s Fundamental 
Prtnctples of Taxation, Wealth and Taxable Capacity and 
Current Problems in Finance and Government are well worth 
reading A good, though very brief, general introduction 
to the subject will be foimd in Mrs M E Robinson’s Pubhe 
Finance Mr Findlay Shirras’ Science of Public Finance 
is on a larger scale, but is somewhat dull and traditional 
It has been descnbed by an American reviewer as ” Bastable 
served with Indian curry ” On the other hand. Edge- 
worth's papers on taxation m Vol II of his Papers Relating 
to Political Economy are an intellectual delight, and many 
later wnters owe more to his ongmahty than they always 
realise. 

Other books deahng with special aspects of Public 
Finance are Carman’s History of Local Rates in Relation to 
the Proper Distribution of the Burden of Taxation, my own 
Inequality of Incomes, Part IV, Chapters VII-XI, with 
special reference to mhentance taxes, Mr Wedgwood’s 
Economics of Inheritance, Mr Sykes’ British Public 
Expenditure, 1921-193X, Mr Burton’s Finance of Local 
Government Authorities, Mr J A Hobson’s Taxation in the 
New State, Mr Chorlton’s Rating of Land Values and, more 
on the administrative side, Higgs’ Ftnancral System of the 
United Kingdom, Sir Hilton Young’s System of National 
Finance and Mr R G Hawtrey's Exchequer and Control of 
Expenditure On the historical side Buxton’s Finance arid 
Pohtics, Mallet’s British Budgets (m three volumes, the 
second and third m collaboration with Dr George, brmgmg 
the story up to 1933), and Professor Rees’ Short Fiscal arid 
Financial History of England may be consulted Dr H B, 
Spaulding’s British and American Income Tax is an mterest- 
ing comparative study, and Professor Adarkar’s Principles 
and Problems of Federal Finance is an able book by an 
Indian economist 

’ Unbalanced Budgets, a study of the Financial Crisis in 
Fifteen Countries by myself and other authors, Mr Durbm’s 
Credit Problem, Mr Kejmes’ Essays in Persuasion, Professor 
Robbms’ Great Depression and Sir Arthur Salter’s Recovery 



NOTE ON BOOKS 313 

present a variety of facts and opinions concerning recent 
problems 

Turning from books to government publications, the 
student will derive profit, and perhaps also some amusement, 
from comparing the answers to an official exammation 
paper set to various civil servants, professors and other 
emment persons m 1899, published m the blue book on the 
Classtfication and, Inoidence of Impenal and Local Taxes 
These exammees were fortunate m bemg allowed ample 
time for their answers and unlimited access to books and 
papers 1 Reference should also be made to the Reports of, 
and Evidence before, the Select Comtmttee on the Income Tax 
(1906), the Royal Commtsston on the Income Tax (1920) 
the Colwyn Committee on National Debt and Taxcdton {1927), 
and to the Report of the May Committee on Nationcd 
Expenditure (1931) The annual Finance Accounts and the 
Annual Reports of the Commissioners of Inland Revenue and 
of the Commissioners of Customs and Excise contain 
statistical details 

American general treatises mdude Adams’ Science of 
Finance, Professor Plehn’s Introduction to Public Finance 
and Professor Lutz’s Public Finance On taxation Professor 
Seligman's wntmgs, especially Essays in Taxation, Pro- 
gressive Taxation and Studies in Finance should be read, 
and the chapters on' taxation m Professor Taussig’s 
Principles of Economics The leadmg modem French 
authority on Pubhc Fmance is Professor J 4 ze, whose 
Science des Finances should be consulted Good Italian 
books are Professor Emaudi’s Corso di Sctenza ddla Finanza, 
Professor Graziani’s Istituzioni di Soienza delle Finanze and 
Professor De Viti De Marco’s Primi Principii deW Economia 
Finanziarta Rignano’s Socialismo inAccordo coUa Dottnna 
Economica Liberate and Una Riforma Socialista del Diritto 
Successorto contain his proposals for the taxation of 
inherited wealth An English translation, with an mtro- 
duction by Sir Josiah Stamp, is entitled The Social 
Significance of the Death Duties 3 n German Wagner's 
Finanzwissenschafi is already d^sical and Professor Lutz’s 
Finanzwissenschaft is one of the most widely read modem 
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treatises A good book m German, by a Magyar author, is 
Professor B^la Foldes' Ftnanzw'issenschaft Puhhc F%nance 
^n Sovtet Rtissta by Sokolmkoff and others gives a good 
picture of the special problems of the Soviet Union 

Modem Swedish economists are some of the best m the 
world, combining theoretical with practical strength m a 
umque degree and making notable contributions to the 
study of pubhc jBnance Unfortunately they are httle 
translated, but Dr Brmley Thomas’ Monetary Pohcy and 
Crtses, a Study of Swedish Experience contains some 
account of their leading ideas 

Furtlier references, both to books and to articles m 
periodicals, will be found m the Public Finance section of 
the Select Bibliography of Modern Economic Theory, com- 
piled by Mr Batson and pubhshed m the London School of 
Economics Senes. 
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